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T. Fack Gary, Fr. 


Improvement in Federal 


Accounting: Past Accom- 


plishments and Future Challenges 


In the past ten years tremendous progress has been made in improv- 
ing the accountabilities within the federal government. Inefficient and 
outmoded accounting systems have been replaced in many areas, and 
accounting data has increasingly become an effective tool for man- 
agement control. However, because of the size of the federal govern- 
ment, large segments of activities still remain untouched. The com- 
pletion of the work already started by extension of the new concepts 
of accounting and auditing to the entire operations of the government 
still represents a formidable task. In carrying this work to its conclusion 
some caution should be exercised and past accomplishments reviewed 
carefully, for it may well be that new and unexpected problems have 
been created in the process of solving old ones. 

Mr. Gary is a partner in Peat, Marwick, Mitchell & Company, Rich- 
mond, Virginia, and a charter member and former president of FGAA. 
This article is based upon a speech given at the April 1959 meeting 
of the Washington chapter of the FGAA. 


ON January 9, 1959, the Secretary of the Treasury, the Director, 
Bureau of the Budget, and the Comptroller General of the United 
States released the tenth Annual Progress Report under the Joint 
Program to Improve Accounting in the Federal Government. A 
decade is a significant time period for purposes of historic account- 
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ability. Therefore, this seems to be an appropriate point at which 
to take an inventory of progress in federal accounting. Let us ask 
ourselves the following questions: (1) What have been the major 
accomplishments during the last ten years? (2) In solving the prob- 


lems of the past have we created new problems for the future? (3) | 


What are the most pressing matters to which we should devote 
our future efforts? 


WHERE WE WERE TEN YEARS AGO 


It seems to me that the most dramatic manner in which to pre- 
sent the tremendous achievements in improving the federal gov- 
ernment’s accounting during the last ten years is to describe 
briefly the procedures that masqueraded under the guise of 
accounting ten years ago. Up to that time there had been little 
change in the legalistic concept of accounting through the settle- 
ment of the accounts of accountable officers which was adopted at 
the time this nation was founded. 


Warrant System 


Perhaps the most stultifying force in the development of modern 
accounting in the federal government was the warrant system. This 
misconception of internal control resulted in interminable hand- 
ling of paper and duplication of record keeping within the 
Treasury Department and the General Accounting Office with 
frustrating delays on the part of operating agencies in obtaining 
funds which had been legally made available to them by the 
Congress. 


Under the warrant system receipts were required to be “‘covered [ 


into the Treasury” by means of a covering warrant. Appropriations 
were made available first to the Treasury Department through the 
issuing of a warrant only after the most profound deliberations by 
both the Treasury Department and the GAO to determine the 
number and title of the appropriation account. The covering and 
appropriation documents required signatures of both the Secretary 
of the Treasury and the Comptroller General. The final step in 
making appropriations available to the agencies was accomplished 
by the drawing of a requisition and accountable warrant by the 
agency against the funds in the Treasury Department. 

The observance of this ritual resulted in delays of as much as 
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two weeks in making funds available to the agencies which the 
Congress had provided for the payment of the government’s credi- 
tors. Moreover, at each point in the involved process where action 
was required, a set of accounting records was established. This 
resulted in the following duplication of record keeping, all in 
addition to the records maintained by each agency which had 
primary responsibility for administering and accounting for the 
funds made available to it: (1) five sets of receipt accounts were 
maintained; (2) appropriation warrants were posted to five sets of 
records; (3) five sets of records were maintained for requisitions and 
accountable warrants; (4) disbursements were posted to six sets of 
accounts; and (5) public debt transactions were entered in seven 
different records. 


Legalistic Approach to Auditing 


Auditing procedures of the federal government ten years ago 
were based on the same legalistic concepts as accounting. As a 
matter of fact, the accounting and auditing processes were so hope- 
lessly intermingled that it was often difficult to distinguish one 


from the other. Many of the duplicative accounting records men- 
tioned previously were maintained for so-called auditing purposes. 

The procedure for settling the accounts of certifying officers of 
agencies for which the Treasury Department acted as disbursing 
officer is illustrative of the cumbersomeness of these auditing pro- 
cedures. The steps in this process were as follows: (1) The agency 
responsible for incurring an expenditure forwarded the original 
voucher, after examination and certification by the certifying offi- 
cer, to one of the regional offices of the Treasury Department’s 
Division of Disbursements, where the check in payment of it was 
drawn. (2) At the end of the month the Regional Disbursing Office 
summarized these vouchers on an account current and forwarded 
them to the Chief Disbursing Officer in Washington. (3) The Chief 
Disbursing Officer gathered together all original vouchers for each 
agency monthly and transmitted them to the central office of the 
agency. (4) A so-called administrative audit was performed on these 
vouchers by the agency, after which they were forwarded to the 
GAO. (5) The GAO separated the vouchers by type (travel, con- 
tract, transportation, etc.) and sent them to specialized sections 
where they were minutely examined and returned with notations 
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of exceptions. (6) The vouchers were then matched up with the 
transmittal document, and after months, often years, of haggling 
with the individual who officially approved the vouchers for pay- 
ment, the account was finally settled. The remarkable thing about 
this process is that the documents were not either lost or worn 
out from handling before they finally came to rest. 

Checks issued were subjected to duplicate handling in their pay- 
ment by the Treasurer of the United States and reconciliation to 
the disbursing officers’ accounts by the GAO. The Post Office was 
singled out for special audit treatment. Audit procedures for this 
large segment of the federal government’s operations involved the 
maintenance of the official accounts of the Post Office Department 
by the GAO. 


Inconsistency and Lack of Accounting Principles 


We become quite concerned today over whether the federal gov- 
ernment should use the accrual, obligation, or cash basis of account- 
ing. Ten years ago there were several cash bases in use. Receipts 
were accounted for on the bases of collections, deposits, and cover- 
ing into the Treasury. Disbursements were recorded on the bases 
of audited vouchers, checks issued, and checks paid. These incon- 
sistencies resulted in the preparation of financial statements which 
purported to show the same information but were in disagree- 
ment by millions of dollars. 

The most serious deficiency in accounting principles insofar as 
the control of costs and the use of accounting as a tool of manage- 
ment is concerned was the failure, except with respect to certain 
government corporations, to observe the accrual basis of account- 
ing. The need for functional costs resulted in an abortive attempt 
to make obligations incurred serve the purpose for which accrued 
costs were designed. This resulted in a considerable amount of 
guesswork, since in many instances it is not possible to determine 
the functional purpose for which materials and supplies are to be 
used at the time that orders are placed for them. Moreover, even 
when this is possible, the obligation basis of accounting does not 
relate the recording of materials and supplies in the accounts to 
the period of time in which the end use of them is accomplished. 
Therefore, performance budgeting could not be satisfactorily 
instituted on the basis of obligations incurred. 
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Finally an oversimplified approach was taken to the prescribing 
of accounting systems. Every agency of the government was sup- 
posed to maintain its accounts exactly as prescribed by General 
Regulations No. 100 issued by the Comptroller General. This 
regulation provided a cumbersome system of appropriation 
accounts in which were to be recorded obligations and disburse- 
ments. It not only was entirely unsuited to business-type activities 
of the government but also ignored the management needs of non- 
business-type activities for accounting information with which to 
control costs. 


WHAT HAS BEEN DONE 


Some choose to refer to the changes that have taken place during 
the last decade under the Joint Program to Improve Accounting 
in the Federal Government as an evolution. I would not suggest 
that it has been a revolution, although there has been some blood- 
shed along the way. However, the word “evolution” connotes a 
slower pace than that at which this program has moved. In sub- 
stantiation of this position I would like to present a summary of 
accomplishments under this program. 


Improvements in Central Accounting 


It seems appropriate to summarize first the improvements in 
the central accounting, financial reporting, and auditing processes. 
This approach may be questioned because the real achievement 
has been in the use of improved departmental accounting as a 
tool of management. Nevertheless, I submit that departmental 
accounting was so restricted in the strait jacket of central account- 
ing requirements as to make it absolutely essential to get rid of 
these archaic processes in order to create the proper atmosphere 
for the development of modern departmental accounting systems. 

The Comptroller General voluntarily divested his office of cen- 
tral bookkeeping activities. This included the transfer of the official 
postal accounts to the Post Office Department, which has subse- 
quently developed a modern accounting system responsive to its 
management needs. 

The interminable and devious flow of paper incident to the set- 
tlement of accounts of certifying officers has for the most part been 
eliminated through the extension to practically all federal agencies, 
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of on-the-site auditing by the GAO, which with minor exceptions 
was previously applied only to those agencies for which it was 
required by the Government Corporation Control Act. A new 
approach to auditing, which has been termed by the GAO as the 
“comprehensive audit,” has been instituted, which concerns itself 
with how effective management policies of the agencies have been 
formulated and executed, as well as whether statutes have been 
observed and whether the books are in balance. 

Perhaps one of the most successfully planned and executed 
electronic computer programs is the present method under which 
the 400,000,000 checks issued annually by the federal government 
are paid and reconciled through use of electronic computers. Both 
the payment and reconciliation functions are now performed by 
the Treasury Department under a constant post audit conducted on 
the site by GAO audit staff. This change not only has resulted in a 
savings of $1,500,000 annually but provides more timely and effec- 
tive control than could have been possible without the use of 
electronic computers. 

The Treasury Department has accomplished an extensive pro- 
gram for the streamlining of its central accounting and reporting 
procedures. A single set of appropriation, fund, and public debt 
accounts is now maintained by the Treasury Department in lieu 
of the numerous ones previously mentioned which were main- 
tained by the Treasury and the GAO. These accounts are main- 
tained on modern accounting machines. Certain of the detailed 
public debt accounts, as well as the payment and reconciliation of 
checks previously mentioned, have been converted to electronic 
computers. 

A common basis of cash accounting has been established through- 
out the entire federal government. The result has been that the 
monthly statements of receipts and disbursements published by the 
Treasury Department are now in agreement with similar reports 
submitted by the individual agencies to the Bureau of the Budget. 
It follows, therefore, that the summary of receipts and disburse- 
ments contained in the annual budget, which is prepared by the 
Budget Bureau from the agency reports, is in agreernent with the 
“Combined Statement of Receipts, Expenditures, and Balances” 
issued annually by the Treasury Department. Previously plugs 
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which amounted to as much as $300,000,000 were required to 
bring the budget summary of receipts and expenditures into agree- 
ment with annual figures published in the Daily Treasury 
Statements. 

The Budget and Accounting Procedures Act of 1950 provides 
that: 
the Comptroller General of the United States, after consulting the 
Secretary of the Treasury and the Director of the Bureau of the Budget 
concerning their accounting, financial reporting, and budgetary needs, 
and considering the needs of the other executive agencies, shall pre- 
scribe the principles, standards, and related requirements for account- 
ing to be observed by each executive agency, including requirements 
for suitable integration between the accounting processes of each 
executive agency and the accounting of the Treasury Department. 


This has been done. 


Improvements in Departmental Accounting 


Certainly the most widely publicized and probably the most 
significant accomplishment of the Joint Program is the extension 
of the accrual basis of accounting. Ten years ago only those activ- 
ities of the federal government of a business type kept their 
accounts on an accrual basis. The use of this basis of accounting 
for purely spending programs was indeed an innovation. This, of 
course, was essential to the obtaining of program costs for the 
purpose of controlling costs and instituting performance 
budgeting. 

As agencies began developing new accrual accounting systems, it 
was found in many instances that the method of financing their 
programs was not suitable to this new concept of cost control. A 
diversity of appropriations and administrative allotments could be 
made to work, however clumsily, under a method whereby control 
of cost was to be accomplished through controlling obligations 
against objects of expenditures. However, the use of multiple 
appropriations and allotments for the financing of a single program 
made the installation of accounting systems to produce program 
costs by organizational units practically impossible. The result was 
that, as a prelude to the installation of modern accounting systems 
in the departments and other agencies of the federal government, 
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substantial reductions and other simplifications were made to 
appropriation structures and administrative allotment processes. 

In the development of simplified means of financing it was found 
that agencies in which operations were predominently of a spend- 
ing nature had some activities with business-type aspects. Also, a 
need developed in some instances for a means of temporarily 
financing costs that were applicable to several programs. This had 
to be done in order that the distribution of these costs could be 
made to the applicable programs on a use basis instead of by guess- 
work at the time funds were committed for the common costs, 
These two problems were resolved by the use of revolving funds 
that are not subject to the restrictive requirements of appropri- 
ation accounting. 

The use of accrual accounting to provide performance and 
program costing and budgeting began under the Joint Program 
on an experimental basis. It was subsequently extended to many 
federal agencies. The success and soundness of this approach to 
financial management in the federal government is evidenced by 
the passage by the 84th Congress on August 1, 1956, of Public 
Law 863. This statute amends the Budget and Accounting Act 
of 1921 and the Budget and Accounting Procedures Act of 1950 
to require all agencies of the federal government to maintain their 
accounts on the accrual basis as a means of facilitating the prepa- 
ration of cost-based budgets. The Act also requires that the agen- 
cies’ accounting systems include adequate provision for monetary 
property accounting records. 

Accounting improvements at the departmental level have not 
stemmed merely from the desire to do a more precise and tech- 
nically acceptable accounting job. The tremendously increased 
expenditures and complexity of activities of the federal govern- 
ment have made it necessary to get better financial tools for man- 
agement. Thus the accounting organizations of many of the 
agencies have been modernized as well as their accounting systems. 
There has been an increased use of the controllership type of 
financial organization. This has resulted in better co-ordination 
of accounting and budgeting. It has also stimulated the develop 
ment of financial analysis and internal auditing. 
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IMPROVEMENT IN ACCOUNTING 
CHALLENGES OF THE FUTURE 


Despite the tremendous accomplishments during the last decade 
under the Joint Program to Improve Accounting in the Federal 
Government, I am sure there is no one participating in this pro- 
gram who feels that it is time to rest on our laurels. It does seem, 
however, to be a good time to attempt to identify those problems 
which deserve the most urgent future consideration. It is certainly 
of extreme importance that the interest and talent that the program 
has generated be directed in the areas in which they will be most 
productive. 


Completion of What Has Been Started 


The first effort required is to do more of what has been done in 
the past. Regardless of the spectacular accomplishments of the past, 
the size of the federal government is so gigantic that there are still 
large segments of it which have not yet installed modern systems 
of accrual accounting. Even in those agencies which now have 
modern accounting systems responsive to the needs of management 
there is the constant process of refining in order to make them more 
useful. Perhaps the least-developed phase of those accounting sys- 
tems which have recently been modernized concerns nonexpend- 
able property or fixed asset accounting. There is still more to be 
done than has yet been accomplished in this area. Also, merely 
because the central accounting processes have been extensively 
simplified and modernized is no reason to assume that these pro- 
cedures have reached a stage of perfection. 

In the Defense Department, which spends the largest part of the 
federal budget, methods of procurement with the attendant flow 
of material from the government to contractors and back again 
create obstacles of a most serious nature to the utilization of accrual 
accounting. 

For example, funds made available to one installation will be 
used by it to authorize another installation to contract for the con- 
struction of an end product (tank, airplane, etc.) and to authorize 
another installation to contract for a component of the end product 
(engine) to be shipped to the prime contractor for installation on 
the end product. Most of these contracts are on a cost-plus basis for 
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the total number of items produced with deliveries scheduled over 
a period of time as the units are completed. The contractor for the 
component or the end product, therefore, has no need to know 
how much each of the units produced by him costs. Further, it 
would be difficult to justify the additional cost to the government 
of requiring the contractor to provide unit accounting of these 
items. Moreover, the cost of the component is of no interest to the 
contractor for the end product, since he is being paid on a cost-plus 
basis merely to install the component on the end product. Finally, 
when the end product is completed (and again this will likely be 
on a time schedule of delivering certain quantities periodically), it 
may be shipped to a military installation different from the one 
which contracted for it or is paying for it. 

The explanation above is necessarily involved. However, the 
complications in applying accrual accounting to such transactions 
are readily apparent, particularly since these procurement prac- 
tices constitute the rule rather than the exception in the Defense 
Department. Some satisfactory answer to this problem must be 
found before accrual accounting can be adequately applied 
throughout the Defense Department. 


HAVE WE CREATED NEW PROBLEMS 
WHILE SOLVING OLD ONES? 


Accounting Staff 


The principal motivating force behind the Joint Program at its 
inception was the Accounting Systems Division of the General 
Accounting Office. There were on the staff of this division some 
sixty able and dedicated accountants who assisted in the improve- 
ment of central accounting and worked with individual agencies in 
the development of departmental accounting systems. 

About two years ago under a reorganization of the General 
Accounting Office the Accounting Systems Division was abolished, 
and except for a small policy staff its technicians were spread 
throughout the audit organization of the GAO. Simultaneously 
the Bureau of the Budget increased its accounting systems staff. 
This was in accordance with recommendations of both Hoover 
Commissions that the responsibility for prescribing accounting sys 
tems should rest with the executive branch of the government. 
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In a Joint Program under which the Secretary of the Treasury, 
the Director of the Bureau of the Budget, and the Comptroller 
General participate co-operatively, I have no strong feeling with 
regard to which of these officials should have responsibility for 
prescribing accounting systems. The fact is, however, that the 
Director of the Bureau of the Budget has so far been unable to 
obtain appropriations sufficient to employ one-third of the tech- 
nical staff that previously comprised the GAO Accounting Systems 
Division. The need, as the Joint Program gathers momentum, is 
for more qualified systems accountants to assist in the development 
of accounting systems and procedures. Therefore, unless the 
Bureau of the Budget is able to obtain sufficient funds and recruit 
qualified staff of at least the number that were previously employed 
by the GAO Accounting Systems Division, it would appear that a 
big price has been paid for the transfer of this responsibility to the 
executive branch of the government. 


Are We Overselling Accrual Accounting? 


The use of accrual accounting has provided invaluable cost 
information at the operating level where costs are controlled. How- 
ever, the value of accrued costs in the federal government tends 
to diminish as progressively higher levels of management are 
reached. This can best be illustrated by contemplating that happy 
day when it will be possible to prepare consolidated financial state- 
ments for the entire federal government on the accrual basis. 
What useful purpose would such financial statements serve? 

Need for Cash Basis. It may be argued that it is important to 
know the cash resources of the federal government. This informa- 
tion, however is published daily by the Treasury Department. Of 
what value is a total figure for receivables without knowing the 
nature of the programs and contractual relations from which these 
assets resulted? The total investment of the government in inven- 
tories is of little use to management, since it will be comprised of a 
conglomeration of items with such differing characteristics with 
regard to use, physical shape, turnover, and the like, as to defy any 
generalization about whether inventories are too high or too low. 
Current liabilities and working capital ratios are not of the same 
significance in the federal government as in commercial practice, 
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since the government borrows whether short or long term on the 
faith of the public and its general financial stability rather than 
the liquid assets available for repayment of the loan. 

It has been suggested that the federal government should include 
in its fixed assets not only those which it has purchased but also 
the value of all the natural resources which it owns. Aside from 
the ability to value accurately these properties, it is difficult to 
determine what useful purpose such information would serve. The 
amount of the federal government’s long-term debt is important, 
but, as is true of cash,, this information is readily available and 
frequently published by the Treasury Department. 

Introduction of accrual accounting in the federal government 
has been confined almost entirely to expenditures. The application 
of this basis to income presents a different problem. The largest 
source of the federal government’s income is derived from income 
taxes for which there is more overpayment in advance of assess- 
ment than there are unpaid assessments. Unlike deficiency assess- 
ments the amounts of overpayments cannot be immediately deter- 
mined but must await the subsequent filing of income tax returns. 
The pay-as-you-go plan for income taxes therefore, makes it prac. 
tically impossible to determine at any given date on an accrual basis 
the revenue from this source. 

In view of this it would seem that the cash basis now used is the 
most satisfactory one upon which to determine the operating out- 
come of the entire federal government. This basis, however, is not 
merely the lesser of two evils. Because of the gargantuan size of 
federal revenues and expenditures, the flow of cash to and from 
the federal government has a profound effect on the economy of the 
nation. Thus periodic information of this nature is valuable as 
an economic barometer. Moreover, the end result of the govern- 
ment’s taxing and spending is an increase or decrease in the public 
debt. These considerations, it would seem, are most important at 
the national level and require a cash basis of accounting. 

Need for Obligation Basis. As support for the accrual basis of 
accounting has grown, the use of obligation accounting has fallen 
into disrepute. There appears to be a sincere conviction on the 
part of many, if not a majority, of accountants within and without 
the government, that the obligation basis of controlling expendi- 
tures should be replaced by accrued expenditures. This has 
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resulted in the passage in August 1958 by the 85th Congress of 
Public Law 85-759, which provides for placing appropriation limi- 
tations on accrued expenditures. Before discarding the obligation 
concept completely, I submit that we should recall the purpose for 
which obligation accounting was developed and consider carefully 
whether it may be the best suited for this purpose. 

The general use of obligation, or encumbrance accounting as it 
is sometimes called, postdates the use of accrual accounting. It is 
by no means an ancient concept but was developed to control the 
expenditure of funds within maximum amounts made legally or 
administratively available because neither the cash nor accrual 
basis completely satisfied this objective. It is not an invention of 
the federal government. On the contrary it is almost universally 
used by local and state governments and is recognized by the 
National Committee on Governmental Accounting, the state and 
local authority on governmental accounting, as a generally accepted 
principle of governmental accounting. 

Despite the support which may be garnered for the obligation 
basis of accounting, principles must be justified because of their 
value rather than in relation to who advocates them. The essence 
of the obligation basis of accounting is to record charges against 
funds at the time legal commitments are entered into but only to 
the extent that funds are available. This is the only point at which 
the initiative rests with the spender as to whether or not an expen- 
diture will be incurred. Although certain restrictions may be 
placed on the vendor, the initiative for converting an obligation 
into an accrued expenditure is largely with him. 

This situation is recognized in Public Law 85-759, which pro- 
vides that “whenever any liabilities are incurred within the limita- 
tion provided for in any fiscal year (whether or not recorded in 
such fiscal year) nothing in this section shall be construed to 
prevent the making of payment therefore in any subsequent fiscal 
year.” Moreover, the accrued expenditure limitation is recognized 
to be an additional limitation rather than one which is to take the 
place of an obligation limitation. Even the most ardent advocates 
of accounting for appropriations on an accrual basis readily admit 
that some form of contract authorization will be required for the 
procurement of materials requiring long lead-times and that 
obligations will need to be recorded against these authorizations. 
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This is a device that was used extensively during World War II 
but proved so unsatisfactory that its use has been discontinued by 
the Congress. 

All Three Accounting Bases Needed. It is my opinion that it 
would be as grave a mistake to attempt to make the accrual basis 
of accounting serve the purpose for which obligation accounting 
was designed as to attempt the reverse, as previously mentioned. 
All three bases of accounting are required in the federal govern. 
ment—the cash basis to determine the budget surplus or deficit on 
a national basis, the obligation basis to control expenditures on a 
broad basis within the amounts legally made available, and the 
accrual basis to control costs on a functional or program basis and 
to provide an essential element for performance budgets. 

Accounting systems have been developed and installed and are 
successfully operating in certain agencies of the federal government 
which produce accrued costs and obligations to the extent and for 
the purposes required, integrated in a single system of accounting 
which in turn is integrated with the cash requirements of central 
accounting. It seems to me that the most productive efforts would 
result from extending this concept throughout the federal govern- 
ment rather than attempting to make accrual accounting mean 
all things to all people. 


Are We Carrying Accounting Too Far? 


Whenever a phase of administration has been neglected and 
suddenly comes to the fore, there is a tendency for the pendulum 
to swing too far in the opposite direction. This has been noticeable 
to some extent in the implementation of the Joint Program, 
particularly in the Defense Department. For example, there is 
prescribed for all installations reporting to the same command a 
functional account classification which is detailed beyond the point 
of being able logically to classify costs from available accounting 
documentation except by guesswork. Moreover, the classification 
is detailed beyond the point of being any use to the management 
of the installation, and it is difficult to foresee the value of this 
detail at the Pentagon level. There is a point beyond which the 
further detailing of accounting information not only is more 
costly than the results will justify but also is illogical. From this 
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point on, informed estimates should be used to supply further 
detail, if it is indeed required. The more summary information 
produced by the accounts should be used as a point of departure 
with scientific sampling techniques used to the extent appropriate 
for obtaining further detail. 

There also seems to be a practice, as directives are passed down 
from the Office of the Secretary of Defense, for each administrative 
layer to add more detail to them. By the time these directives reach 
the installations for which they are intended, they are so specific 
with regard to both procedure and standard forms to be used that 
the installations are placed in a strait jacket, insofar as their 
accounting systems are concerned, similar to that previously 
produced by General Regulations No. 100. 

Although the Defense Department is an operating agency, it 
encompasses the largest portion of the federal government, and its 
activities are exceedingly diverse and complex. For this reason even 
the smallest organizational elements in the Pentagon are often fair- 
ly well removed from the points of operations. The approach to 
the promulgation of accounting directives at this level therefore 
should be confined to over-all financial reporting requirements, 
leaving sufficient flexibility at the installation level to develop 
detailed accounting procedures to meet individual needs. This is 
not to say that installations should not be given assistance in devel- 
oping adequate accounting systems or that a satisfactory method 
of solving a problem at one installation should not be made avail- 
able to other installations that are struggling with the same prob- 
lem. However, it should not be assumed that what is good for one 
installation is per se good for all of them. That is to say, a distinc- 
tion should be made between the issuing of directives which should 
be confined to principles and minimum financial reporting 
requirements on the one hand and the circulation of detailed pro- 
cedures which should be purely suggestive on the other. 


Extension of Comprehensive Audit 


There are many areas in the federal government to which the 
voucher-type audit still applies. It is recognized that conversion 
from the voucher to comprehensive audit is a tremendous under- 
taking. However, accounting in the federal government can never 
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be considered to be completely modernized or adequate until this 
conversion has been completed. In doing so there are two inherent 
dangers that need to be avoided. The degree to which the com. 
prehensive audit is concerned with management provides a tempta- 
tion for the auditor to manage the agency instead of audit it. Also 
to the extent that the audit delves into problems not of a purely 
accounting nature it is important to make doubly sure that the 
individual assigned to the engagement is at least as well qualified 
in that particular field as those whose judgment he may have reason 
to question. 


CONCLUSION 


Progress made in the improvement of the federal government's 
accounting during the last decade is perhaps the outstanding 
accounting accomplishment of all time. Certainly there is nothing 
as big and diverse as the federal government, and accounting 
improvements have been of a sweeping nature. However, because 
of the size of the task, there still remain large segments of the 
federal government which have been touched lightly, if at all, by 
this program of accounting modernization. 

The extension of new concepts of accounting and auditing to 
the entire federal government even today is a formidable task. In 
the Defense Department, which spends a major share of the 
federal budget, the complexities of procurement methods with the 
resulting flow of material backward and forward from the govern- 
ment to the contractor pose a major obstacle to the application of 
the accrual basis of accounting. Even in those agencies that have 
installed modern accounting systems there is a constant need for 
further refinement to make them more responsive to the needs of 
management. The further development of nonexpendable prop- 
erty or fixed asset accounting is a case in point. 

Finally, it may be that new problems have been created in the 
process of solving old ones. For example, the accrual basis of 
accounting may well have been oversold; account classifications in 
some instances may be too detailed to serve any useful purpose; 
and the extension of the comprehensive audit to all the federal 
government may carry with it a temptation for the auditor to 
manage rather than to audit. 
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Harry 3. Trainor 


Internal Inspections for 


Better Tax Administration 


Decentralization in large organizations, whether private enterprises 
or governmental agenctes, has created difficult problems in maintaining 
the proper communications which are necessary for management 
appraisal of performance in the larger picture of controlling operations. 
In the Internal Revenue Service management officials at all levels are 
assisted in their work by the Inspection Service, which is concerned 
primarily with internal affairs. This organization acts as a fact-finding 
body with no authority or responsibility for either the activities or the 
employees of operating units. As a means of effectively carrying out its 
audit and investigative programs, the Inspection Service is divided at 
both the national and regional levels into the Internal Audit Division 
and the Internal Security Division. 

Mr. Trainor is with the Federal Power Commission and was formerly 
Assistant Commissioner (Inspection), Internal Revenue Service. This 
article is based upon a speech given at the Twenty-first Annual Insti- 
tute on Accounting at The Ohio State University, May 1959. 


THE many and complex transactions in modern industry and 
government have required the assignment of responsibilities to 
Officials in lower-level positions. Of necessity, top management has 
delegated to members of the organization an appropriate portion 
of its responsibilities with proportionate authority for the fulfill- 
ment of these responsibilities. But the heads of organizations can- 
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not under any circumstances delegate their over-all responsibility 
or any portion of their accountability. 

Under these conditions they need management controls to a 
much greater extent than under the smaller and less complicated 
organization. The development from the small organization to 
today’s elaborate structure has accentuated communication prob- 
lems between the policy levels and the operating levels of the 
organization. Successful management must devise a means to 
appraise and evaluate the results of its planning and policy making. 

Decentralization of authority to carry on functions creates a 
much greater responsibility for the middle management execu- 
tives located in field offices and other locations and in subsidiary 
corporations. These executives are required to solve many compli- 
cated operating problems within broad guidelines of general 
policies and procedures. 

In a decentralized organization operating personnel sometimes 
believe that their work should not be reviewed and that their 
actions and decisions are final. Decentralization should mean more 
control, because limits are usually placed on employees and their 
work is periodically reviewed. Field employees should not be left 
to work by themselves; personal contact with the higher levels 
must be maintained. 

Management control is obtained largely by maintaining at all 
times proper communication between the various management 
and operating levels. Management officials must have a free and 
constant flow of information in order to appraise properly the 
operations. Modern management may largely accomplish this by 
providing for certain “playback” features to be built into the 
organizational structure. These may consist of functional and line 
supervisors and their staffs of visiting and reporting analysts. But 
most important, all levels of management should be assisted by an 
able and independent internal auditing staff operating under a 
system that will require all management officials to take appro- 
priate corrective action whenever it is required. 

Successful management also must be sure that its employees 
possess the highest integrity and are completely honest and ethical 
in handling official transactions. Management needs also assurance 
that the personal lives of its employees will not result in embarrass- 
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ment or disgrace to the whole organization. It is necessary that 
prospective employees be carefully investigated and screened and 
that a program of security be observed during their employment. 

The Internal Revenue Service is, of course, the biggest operation 
of its kind in the world. We are an $80-billion-a-year business in 
total tax collections, accounted for by more than 97 million tax 
returns and supported by some 250 million other items, such as 
information documents, and so on. We have some 50,000 employees 
to handle this work load and to provide the necessary enforcement 
activities. 

It can readily be understood that employees who are engaged 
in the Revenue Service type of activities are frequently subjected 
to temptation. Our employees are in the position of making 
decisions that substantially affect the finances of taxpayers; their 
decisions may result in prosecution of taxpayers; and they collect 
and handle large sums of money in transactions and situations that 
by their nature are subject to only minimum controls. 

On the other hand, employees must be cleared of unwarranted 
or erroneous charges and allegations. Good management requires 
that employees be advised when investigations result in clearance, 
and the files of employees should record clearly the results of 
investigations of charges and allegations. 

The Internal Revenue Service has provided a means for control 
by top management whereby operating information is made avail- 
able to all levels of management and communication between the 
levels flows freely. The Revenue Service also has devised a system 
to determine the integrity of its employees. The Inspection Service 
was set up to assist all management officials in solving these 
problems. 


INSPECTION SERVICE 


The Office of the Assistant Commissioner (Inspection) is rela- 
tively new to the Internal Revenue Service, and because its activi- 
ties are confined primarily to the internal affairs of the Service, its 
functions and activities are not generally known to the public or 
to tax practitioners. The present inspection organization is an out- 
growth of several reorganizations that started in the early 1950's. 

As originally constituted, the Inspection Service lacked inde- 
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pendence, and its responsibilities overlapped those of the operating 
activities. The present organization is truly a fact-finding body 
with no authority or responsibility for activities or employees of 
the operating functions. It has a realistic internal audit and an 
investigative program of broad scope with the necessary indepen- 
dency and the ability and means of effecting corrective action by 
the operating entities. j 

The inspection organization consists of a national office and 
nine regional offices located in the same cities and serving the 
same geographical areas as the Regional Commissioners of Internal 
Revenue. The inspection organization at both the national and 
regional levels is divided functionally into two divisions—Internal 
Audit Division and Internal Security Division. It is a line organi- 
zation, entirely independent of all other Revenue Service organi- 
zations. The nine Regional Inspection Offices are headed by 
Regional Inspectors who are directly responsible to the Assistant 
Commissioner (Inspection) who, in turn, is directly responsible 
to the Commissioner of Internal Revenue. 


Internal Audit 


Internal audit in the government is a legal requirement imposed 
by Section 113 of the Budget and Accounting Procedures Act of 
1950, which directs the head of each executive agency to establish 
and maintain systems of internal control designed to provide, 
among other specified things, “Appropriate Internal Audit.” 

The Commissioner of Internal Revenue has directed that the 
Internal Revenue Service’s internal audit activities include the 
independent review and appraisal of all Revenue Service opera- 
tions as well as the analysis and verification of financial activities. 
The Commissioner has also directed that the internal audit func 
tion be a completely integrated part of the management control 
system of the Internal Revenue Service and that the information 
contained in audit reports be fully utilized. 

The primary purpose of the internal audit function is to assist 
all levels of management in achieving the most efficient adminis- 
tration of the Internal Revenue Service. This is accomplished by 
identifying and reporting on problem areas and deficiencies in 
procedures or practices and, wherever possible, suggesting practical 
solutions. 
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While national and regional officials of the Internal Revenue 
Service have been delegated extensive authority in their respective 
areas, the Commissioner is primarily responsible for the efficiency 
and effectiveness with which all Revenue Service activities are 
performed. He, therefore, looks to the Internal Audit Division to 
give him a factual and candid appraisal of the manner in which 
the various organizations are carrying out their assigned functions. 
In this way he is able to obtain a picture entirely independent of 
that afforded by direct organizational reporting. Similarly, all 
levels of management, under the Commissioner, are provided with 
independent appraisals of the manner in which the organizations 
under their jurisdiction are conducting their activities. 

The general objective of the internal audit program is to pro- 
vide management with a protective and constructive service 
through an independent review and appraisal of the accounting, 
financial, and other operating activities of the Internal Revenue 
Service. Specifically, the basic objectives are to determine that: 
(a) all functions are being conducted efficiently and effectively 
and in accordance with law and Revenue Service policy, and con- 
tinue to serve their intended purpose; (b) expenditures are made 
only in the furtherance of authorized activities, and comply with 
applicable laws and regulations; (c) all revenue and receipts from 
Revenue Service activities are collected and properly accounted 
for; (d) all assets of the Revenue Service or in its custody are ade- 
quately safeguarded, controlled, and utilized effectively; and (e) 
both internal and external reports are accurate, meaningful, and 
useful. 

Operating officials of the Internal Revenue Service are respon- 
sible for taking full corrective action on deficiencies disclosed by 
internal audits. To be effective, the audit function must be proper- 
ly implemented by prompt and effective corrective action by the 
top local official of the office audited. This requires a thorough 
understanding of the internal audit function and its objectives as 
well as complete co-operation on the part of operating officials. 
The Internal Audit Division has neither the responsibility nor 
the authority for taking corrective action. 

The District Director in the Internal Revenue Service is respon- 
sible for taking corrective action on findings when a District Office 
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is audited, and the Regional Commissioner is responsible for seeing 
that corrective action is taken by the District Director. This is 
controlled by reports prepared by the various levels of management 
on up to the Commissioner. 

The review of closed tax cases has been the subject of much 
discussion, and I might say it is one of our activities that has been 
subject to considerable misunderstanding. Therefore, I want to 
emphasize at the start that Inspection does not reopen tax cases 
and has no authority to order the reopening of a tax case. The 
responsibility for making a decision whether a tax case should be 
reopened is that of operating officials, and Inspection does not 
transgress on this responsibility or in any way influence the official 
who makes the decision. 

Actually, we spend only a small percentage of our total internal 
audit examination time on the review of cases. During the course 
of an internal audit, the auditors look over a small sample of closed 
tax case files, so management officials can have some assurance that 
revenue agents are following prescribed procedures in making 
tax audits and that the District Office Review Staffs and the analysts 
under the Regional Commissioner are properly performing their 
respective post review functions. The internal auditors are limited 
by instruction to determine if prescribed policies and procedures 
are followed and not to superimpose their judgment about techni- 
cal determinations on that of technical personnel. 

By demonstration and education we are proving to the various 
managers in the Revenue Service that the work of Internal Audit 
is done for their benefit and that it is their right arm, sorting out 
for them those points that need their administrative action. 

The value of internal auditing in any organization depends to 

a large degree on the extent of support given by top-management 
officials. It is appropriate to quote the following excerpt from the 
“Statement of the Responsibilities of the Internal Auditor” 
approved by the Board of Directors of the Institute of Internal 
Auditors, Inc.: 
The organizational status of the internal auditor and the support 
accorded to him by management are major determinants of the range 
and value of the services which management will obtain from the 
internal auditing function. 
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In the Revenue Service we are fortunate in that we are properly 
located in the organization and we have had the complete under- 
standing and backing of top Treasury and Internal Revenue 
officials. 


Internal Security 


The integrity of the Service is protected by investigations of 
character and conduct made by the Internal Security Division of 
the Inspection Service. The basic purpose of conducting a character 
investigation of an applicant or employee is to secure sufficient 
evidence to establish the individual’s suitability for employment 
or retention in employment in the Internal Revenue Service. 
These investigations also serve as one of the basic tools of manage- 
ment in its continuing process of selecting individuals suitable for 
appointment and promotion. Character, reputation, and loyalty 
to the United States are the important elements considered. The 
facts and information obtained during the investigation are assem- 
bled in a report which is used as the basis for action by management 
officials who have the responsibility for appointment or retention 
in employment. 

Executive Order No. 10450, as amended, “Security Require- 
ments for Government Employment,” requires that appointment 
of each civilian officer or employee shall be made subject to investi- 
gation. The scope of the investigation is determined by the nature 
of the position. The interests of good management and national 
security require that all persons privileged to be employed in the 
government shall be reliable, trustworthy, of good conduct and 
character, and of complete and unswerving loyalty to the United 
States. 

The purpose in conducting investigations of complaints and 
allegations against employees of the Internal Revenue Service is 
to determine all pertinent facts and report them to management 
officials who decide if the employee is suitable for retention in the 
Revenue Service and for necessary action to separate, or otherwise 
discipline, or clear the employee as the case may be. 

When anyone makes a charge or allegation, it is mandatory that 
a full inquiry be made of all of the facts and circumstances so that 
management can take proper disciplinary action or clear the 
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employee of the charges. It is interesting to note that of over 2,000 
conduct-type investigations made last year 719 disciplinary actions 
resulted. We are proud that our work resulted in clearance of 
hundreds of the other employees investigated. Our employees are 
becoming increasingly aware of the protection that is given them 
against unwarranted or erroneous charges and allegations, as evi- 
denced by a statement made by an officer of the National Associ- 
ation of Internal Revenue Employees, an employee organization to 
which nearly half of our Revenue employees belong. This officer 
stated: 

I am certain that I represent the vast majority of our members when 
I say that we are indebted to the Inspection Service for the protection 
it affords our job rights and the integrity of the Revenue Service. It is 
a bulwark of security for which we feel justly proud. 


Frequently during a conduct investigation it is necessary or desir- 
able to make tax audits or fraud investigations. For example, we 
may have information that an employee of the Revenue Service 
has received a substantial payment or gift of some sort from a 
taxpayer who has been audited by the employee. In order to be 
sure that the audit has been properly made it would be necessary 
to review the audit and possibly to reopen the examination. In 
such cases the audit work is done by employees of the Audit 
Division, or the Intelligence Division when fraud is indicated. 
Inspection requests such examinations of the appropriate Regional 
Commissioner and is furnished a copy of the report for inclusion 
in the Inspection investigative report. Inspection makes no deter- 
minations of its own in such tax re-examinations. 

Inspection has many.important relationships with other govern- 
ment activities. Each Regional Inspector is required to refer to 
the appropriate United States Attorney those cases where investi- 
gation has indicated that a federal law may have been violated. A 
full factual investigative report is handed the Department of 
Justice official, and he decides if prosecution will be made. 

The Federal Bureau of Investigation has primary responsibility 
for the investigation of matters involving: theft of government 
property, suspected subversive activities, capital offenses com- 
mitted on government property, civil rights violations, and 
impersonation of federal officers. 
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On July 1, 1955, a procedure was established to carry out the 
joint investigative responsibilities of the FBI and the Inspection 
Service for enforcing properly the criminal provisions of Title 18, 
U.S. Code, when Internal Revenue Service employees are involved. 
The FBI has rendered a great service to the American public in 
co-operating with the Revenue Service toward maintaining a high 
degree of integrity. 

When an investigation of this type is made by the FBI and cir- 
cumstances require it, Inspection assists by reviewing the accounts 
or work load of the employee involved and does any other work 
requiring access to Internal Revenue files and records. Certain 
types of investigations have been excluded from the procedure and 
are made entirely by Inspection. 

The Civil Service Commission has primary investigative respon- 
sibility in Hatch Act violations. As you know, these are cases where 
employees engage in political activities contrary to the Act. Where 
necessary, Inspection makes a preliminary investigation sufficient 
to determine whether there is substance to the allegations to war- 
rant referral to the Civil Service Commission. If the Civil Service 
Commission decides to conduct further investigation, Inspection, 
upon request, co-operates with the Civil Service Commission in 
making a joint investigation. 

Any investigation involving misuse of the mails comes under the 
jurisdiction of the Postal Inspectors. Many of these matters are 
worked jointly, and we have a splendid relationship with this 
capable organization. 

Inspection works closely with the Intelligence Division of the 
Revenue Service. Summarily, we can describe the Intelligence 
function as all those Internal Revenue activities designed to reveal 
taxpayers’ fraud, collusion, or criminal intent to avoid tax pay- 
ment. We can draw a distinction between the Intelligence and 
Inspection functions by saying that Intelligence activities are 
focused on taxpayers while the Inspection activities are focused on 
employees of the Revenue Service. 

Information on taxpayer investigations which may involve 
employee misconduct may come from Intelligence, the taxpayer, 
or other sources. Inspection investigates employee conduct in such 
a manner as not to prejudice the prosecution of the taxpayer's 
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case. The co-ordinated handling of this type of investigation is 
highly important. Some of these investigations have to be handled 
jointly by Intelligence and Inspection. A recent joint investigation 
involved a charge by an attorney that a Revenue Service employee 
had solicited a bribe; the employee, in turn, accused the taxpayer 
of trying to bribe him. 

Sometimes, dishonest taxpayers may initiate what we call 
“smoke screen” cases. Close co-ordination between the two func. 
tions must be maintained in handling such situations because the 
credibility of the special agent of Intelligence making the tax 
fraud investigation might be impaired if the taxpayer’s counsel 


could point out that the special agent was being investigated by 


Inspection for misconduct. 

We believe that the present arrangement, whereby allegations 
against special agents are investigated by Inspection, an entity 
independent of operations, is sound. Otherwise, a taxpayer might 
feel that his allegations had not been fairly investigated in an 
objective and independent manner. 

Joint Supervision 

The joint supervision of Internal Audit and Internal Security 
at the national level under the Assistant Commissioner permits a 
close day-to-day relationship and enables the necessary co-ordina- 
tion of the activities of the two functions. 

Investigations of employee misconduct by Internal Security 
sometimes disclose procedural weaknesses requiring the attention 
of internal auditors who have the responsibility and know-how to 
appraise internal controls. This happens frequently in embezzle- 
ment cases. Recent investigations revealed that the employees 
involved were manipulating receipts from various taxpayers to 
conceal embezzlement. In other cases the Internal Security investi- 
gations revealed that taxpayers’ money orders were being signed 
and cashed by Internal Revenue employees. The internal auditors 
studied the procedures and found them deficient and so reported 
to operating officials who took action to revise the forms and pro- 
cedures, thus minimizing the probability of recurrence. 

Certain employee conduct invesiigations require the skills of 
both investigators and internal auditors. Embezzlement cases 
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always require a circularization of all accounts receivable assigned 
to or handled by the suspected embezzler as well as a review of all 
of his accounts written off as uncollectible. Confirmations of 
receivables and account checking are the work of auditors, and 
of course investigative work is required to establish the facts and 
evidence of the embezzlement. It has been necessary to assign both 
internal auditors and investigators to cases involving allegations 
of not only misconduct but also mismanagement, negligence, fail- 
ure to supervise, and failure to maintain proper accounts. Investi- 
gations of this type require familiarity with operating procedures 
and knowledge of auditing techniques as well as knowledge of 
investigative techniques. 

On the other hand, the internal audits of the operating divisions 
frequently indicate employee misconduct that requires investiga- 
tion. For example, in a number of instances the work of the 
internal auditors disclosed payments that had been made by tax- 
payers which were not properly deposited and credited to the 
accounts. 

The present organization conforms to the original concept of 
Inspection as indicated by the former President of the United 
States when he explained the reorganization of the Internal 
Revenue Service: 

A strong, vigorous Inspection Service will be established and will be 
made completely independent of the rest of the Bureau. Through a 
comprehensive system of audits and inspections this Service will keep 
operations and management of the Bureau under continual scrutiny 
and appraisal. It will have the responsibility coupled with full author- 
ity of detecting and investigating any irregularities. ...In view of its 
importance, the Nation-wide direction of the Inspection Service will 


be the sole responsibility of one of the three Assistant Commissioners 
of Internal Revenue. 


We believe that the establishment of the Inspection Service and 
its acceptance and use by management officials is evidence of the 
many forward steps taken by the Treasury Department and the 
Internal Revenue Service for improved tax administration. 











George H. Staples 


Legislative Surveillance 


of Administration 


Legislative surveillance is the review and evaluation by Congress 
of the manner in which an agency of the government is administering 
its affairs. This review is conducted from the viewpoint of financial 
prudence and competence of execution. However, attention is fre- 
quently focused on the financial aspects of operations. This is especially 
true where the successful completion of a particular task or project isa 
foregone conclusion (such as the building of a bridge), and as a conse- 
quence cost of activities may be the most appropriate criterion for 
evaluating how well the agency is doing its job. This surveillance of 
administration is exercised by the Congress by means of congressional 
committees and the General Accounting Office. 

Mr. Staples is Associate Director, Civil Accounting and Auditing 
Division, General Accounting Office. 


LEGISLATIVE surveillance of administration means the review 
and evaluation by the Congress, through its designated instru- 
ments, of the manner in which an agency is administering its affairs. 
This review and evaluation is undertaken principally from the 
viewpoint of financial prudence and competence. As a general prop 
osition, an agency usually accomplishes its technical objectives, such 
as the construction of a bridge or highway, and therefore the 
primary concern of Congress is whether the form of organization 
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and the means employed by the agency to accomplish its technical 
purposes are satisfactory in relation to what the technical activity 
and its administration are costing. In other words, how well is 
the agency doing its job? 


BACKGROUND OF SURVEILLANCE 


The concept of legislative surveillance of administration follows 
as a logical consequence of legislative control of the purse. The 
right of the legislature to authorize funds carries with it the 
authority and responsibility to determine how they are used. As 
early as the seventeenth century the British Parliament specified 
the purposes for which the funds it appropriated could be used. 
The colonies required strict accounting to their assernblies for all 
public funds. During the period between the Declaration of Inde- 
pendence and the adoption of the Constitution, the financial 
operations of the provisional government were conducted by the 
Congress through various committees. Thus, by the time our 
Constitution was adopted, the philosophy of control of public 
funds by the elected representatives of the legislative branch had 
become deeply rooted. It is not surprising then, that the Constitu- 
tion reflected this philosophy and spelled it out in quite specific 
terms. We need only refer to Article 1, Section 8, which gives specif- 
ically to the Congress the power to lay and collect taxes, to borrow 
money on the credit of the United States, and to coin money; and 
to Section 9, which provides, ‘““No money shall be drawn from the 
Treasury, but in consequence of appropriations made by law.” 

Over the more than 170 years following adoption of the Consti- 


tution, the form and substance of control exercised by the Congress 


has varied, and much legislation, designed to strengthen the effec- 
tiveness of this control and to streamline its operation, has been 
enacted. Under the present structure, the Congress exercises its 
surveillance of administration principally through two instruments 
of its own making, namely, congressional committees and the Gen- 
eral Accounting Office. Surprising as it may seem, this structure is 
not fundamentally different in concept than that adopted by the 
Congress in the early days of our government, although its organi- 
zational components and methods of operation have changed 
considerably. 
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THE COMMITTEE SYSTEM 


Most of the business of the Congress has traditionally been con. 
ducted through committees established by the Congress to deal 
with specific segments of its business. These are mostly standing 
committees, although sometimes ad hoc committees, known as 
“special” or “select” committees, are created to handle particular 
situations. The pattern of committees has its origin in rules 
adopted separately by each of the legislative branches, generally 
at the beginning of each session, to govern the conduct of affairs 
in each branch. Among other things, these rules establish the 
standing committees and designate their specific functions and the 
number of members comprising each committee. Because of the 
magnitude of their functions, many standing committees have 
created more or less standing subcommittees to which are assigned 
specific areas of the committee’s functions. These subcommittees, 
composed of selected members of the standing committees, are the 
real operating units in each standing committee, although some 
areas may be reserved for direct handling by the standing com. 
mittee. The modus operandi and the reports of the subcommittee 
are subject to the approval of their respective standing committees, 
frequently referred to as the full committees. The chairman of a 
committee and similarly the chairman of a subcommittee, by 
virtue of the authority vested in them and their responsibility for 
the work of their respective units, are in a position to direct the 
course of proceedings and thus exercise considerable influence 
within their committee or subcommittee as well as within the 
agencies with which they deal. 

In each legislative branch one committee—the Committee on 
Appropriations—has the responsibility for receiving and examin- 
ing requests for appropriations by all departments and other units 
of the government and of reporting its recommendations thereon 
to its respective branch. The Committee on Government Opera 
tions for each branch is charged with a manifold of functions 
covering all legislative and executive agencies, the one of concem 
to us being that which requires the study of the operation of 
government activities primarily as to their economy and efficiency. 
Most other standing committees, commonly known as the legisla 
tive committees, are organized by fields of activity, and each is 
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responsible for all congressional business in its designated field 
other than that within the jurisdiction of the Appropriations and 
Government Operations Committees. This business includes, 
among other things, the consideration of legislation, public inter- 
ests and services, and review of the activities within their assigned 
fields as conducted by the responsible agencies. It is to these com- 
mittees also that the executive agencies look for guidance and 
assistance in the conduct of their activities and to which the 
required periodic reports of the agencies are referred for congres- 
sional review. 


SURVEILLANCE BY CONGRESSIONAL COMMITTEES 


Thus, the administration of an agency’s activities is subject to 
legislative review by any one or all of three committees in each of 
the two branches of the Congress, or six in all. Generally reviews 
by any of these committees at any one time are directed to particu- 
lar facets of administration; only rarely is the entire administration 
of an activity or agency reviewed as a single undertaking. The 
extent and frequency of the incidence of review is largely unpre- 
dictable for most activities, being dependent on many conditions, 
such as public interest in the activity, its size, its controversial 
character, and the posture of its political complexion. Reviews may 
be brief or long, ranging from merely an inquiry by a committee 
chairman or staff member to protracted proceedings involving 
hearings, many witnesses, and sometimes wide publicity. The only 
regularly scheduled review is that made annually by the Appro- 
priations Committees as part of their consideration of the budgets 
presented by the respective agencies in their requests for appro- 
priations. This review may be extensive or restricted, depending 
again on many factors such as those I have already mentioned as 
well as on the confidence of the committees in the agencies, the 
complexity of the activities, and whether or not the agency has 
statutory obligating authority. 

While some committees follow a planned program of reviewing 
various areas of agency administration, I think it is fair to say that 
most reviews come about through the receipt of information by 
the committees. The source of such information may be in the 
form of complaints or other communications from various seg- 
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ments of the public or from trade associations, reports by the 
General Accounting Office, research by committee staff members, 
and references or inquiries by committee members or other mem- 
bers of the Congress, sometimes reflecting the interest of a com- 
mittee in a particular program of an agency. 

Each committee has a staff consisting usually of a staff director, 
counsel, technical consultants or specialists, and sometimes investi- 
gators. As a general rule the preliminary spade work laying the 
foundation for an inquiry and such research, examination, and 
other effort preparatory to and necessary to carry on a hearing is 
done by the staff. These staffs are relatively small and in many 
cases not sufficiently manned to handle extensive examinations, 
as a consequence of which the General Accounting Office is fre- 
quently called upon either to detail men to the committees for 
varying periods or to make the examination required to obtain the 
information desired. 

Perhaps as much if not more legislative review of administra- 
tion is done informally between committee or staff members and 
representatives of the agency as is done through the formal pro- 
cedure of hearings. In either case the end result is a conclusion 
and evaluation which may in the former situation be evidenced by 
a file memorandum for the committee records or a letter by the 
chairman to the head of the agency urging certain measures and 
in the latter by a formal report of the committee setting out its 
findings and recommendations and the basis thereof. Recom- 
mendations requiring legislation are referred to the cognizant 
legislative committee or to the Appropriations Committee if 
the recommendations relate to conditions underlying the use 
of appropriated funds. While the recommendations of a com- 
mittee to an agency do not have the force of law, most agencies 
generally examine them thoroughly and reach their decisions 
carefully, especially if their decisions do not accord with the 
recommendations. This agency reaction is attributable in good 
measure to a natural respect for the deliberations and stature 
of the legislative branch; however, it is also born out of a 
healthy regard for the influence of a congressional committee with- 
in the legislative chamber and the discomfort that an agency expert- 
iences in an unfriendly relationship with the Congress, not to men- 
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tion the potential risk to its appropriation requests. This is not to 
infer that agencies must acquiesce supinely to committee recom- 
mendations. They do not and need not if they can make a reason- 
ably logical case for their position. The committees generally 
respect the honest convictions of an agency competently arrived 
at, even if they do not agree with the agency’s decisions. 


THE GENERAL ACCOUNTING OFFICE 


The second instrument of congressional surveillance of admin- 
istration is the General Accounting Office. Prior to the creation of 
this office in 1921, some of the functions assigned to it, principally 
those of audit, had from the inception of our government been 
carried out by designated units of the Treasury Department, an 
agency of the executive branch. It is a unique paradox that in 
spite of the fact that independence is a prime requisite of auditing, 
being specifically stated as one of the principal reasons for the cre- 
ation of the General Accounting Office, and the Constitution 
clearly invested the control of public funds in the Congress, the 
exercise of audit control for more than 130 years resided in the 
executive branch. 

The GAO has imposed upon it by statute various functions, all 
of which represent in varying degree the legislative surveillance of 
administration. Audit is its largest single function, and because it 
is, I shall treat it separately after mentioning briefly some of the 
other major responsibilities of the GAO and its role in the 
government. 

The decisions of the Comptroller General interpreting pro- 
visions of law involving any payment made or to be made by an 
agency, except as otherwise specifically provided by the Congress, 
are final and conclusive upon the executive branch. The legal mat- 
ters put to the Comptroller General by the executive agencies, 
committees and members of Congress, and the operating divisions 
within the GAO are numbered in the thousands per year. A unique 
feature of these legal services is the authority to render decisions 
in advance of the expenditure of federal funds. This authority, 
unlike that of the courts and other tribunals, which are restricted 
to rendering decisions only after the fact, has a salutary and deter- 
tent effect in that it can prevent the initiation of unauthorized 
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programs, the making of illegal contracts, and the illegal 
expenditure of funds. 

Another field of activity comprises several functions, all directed 
toward the development of adequate accounting and the improve. 
ment of over-all financial management in the federal government. 
The Comptroller General has the responsibility for prescribing 
the principles and standards of accounting for the activities of all 
executive agencies and of issuing policies and procedures for the 
guidance of agencies in the conduct of their financial operations. 
Since 1948 the GAO has, in participation with the Bureau of the 
Budget and the Treasury Department, been carrying on a joint 
program with the operating agencies in the development of systems 
of financial management including accounting, budgeting, report- 
ing, and related control elements. The purposes of this program 
are threefold: (1) to provide the agencies with the tools for 
improved planning, execution, and control of their operations 
and thus encourage better management in the executive branch, 
(2) to furnish more meaningful information to the Congress, and 
(3) to enable the public to obtain a clearer picture of the financial 
condition and operations of the federal government. The program 
has recently been given impetus by legislation enacted in the last 
two sessions of the Congress. 

Perhaps the outstanding characteristic of the General Account- 
ing Office is its independence in the conduct of its technical func- 
tions. The marks of this independence are manifest not only in 
the nature of these functions but in the expressed intent of the 
Congress and the provisions of the statutes under which it operates. 
The GAO as a central. agency, deals with the activities of other 
agencies, and it has no responsibility for the conduct of those 
activities. Thus it has no incentive toward bias, rationalization, or 
self-justification and is in the position to be completely objective 
in reviewing any aspect of an agency’s activities. 

That the Congress intended the GAO to be independent is 
evident in the purpose for which it was created, namely, to provide 
for an independent review of executive expenditures, and this 
intent has been affirmed repeatedly over the years. The Comptrol- 
ler General who directs the GAO is appointed by the President 
with the advice and consent of the Senate. His term is fifteen years, 
and he cannot be reappointed. He is accountable only to the Con- 
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gress and may be removed only by joint resolution of the Congress 
or by impeachment. It would be difficult indeed to imagine a situ- 
ation more conducive to independence of operation. 

The fact that the GAO is part of the legislative branch and an 
agent of the Congress in no way impairs the independence of its 
technical functions. This relationship means simply that it is 
responsible to the Congress for performance of the functions 
assigned to it by statute and for rendering promptly such services 
within its proper sphere as may be requested by committees and 
members of the Congress. However, the means by which it carries 
out these responsibilities and the judgments it reaches are entirely 
its own. 


STATUTORY AUDIT RESPONSIBILITIES 


In the Budget and Accounting Act, 1921, which created the 
Office, Section 312 (a) states: 
The Comptroller General shall investigate at the seat of Government 
and elsewhere, all matters relating to the receipt, disbursement, and 
application of public funds. 


The word “application” was not in the original bill but was added 
during floor debate. This debate grew out of the belief expressed 
at that time in the Congress that the language of the original bill 
implied the scope of the Comptroller General’s responsibility as 
being equivalent to that of an accountant. In the debate the com- 
mittee in charge of the bill made it clear that it intended the 
Comptroller General to be a real critic; that he should concern 
himself with whether or not funds are economically and efficiently 
applied and that he should come to the Congress regardless of the 
political character of the Congress or of the executive branch if he 
found evidence of the inefficient use of funds. It was against this 
background and to fulfill that intention of the committee that the 
word “application” was inserted in the bill that became law. 
Section 206 of the Legislative Reorganization Act of 1946 directs 
the Comptroller General to analyze the expenditures of executive 
agencies in such manner as, in his opinion, will enable the Congress 
to determine whether public funds are being economically and 
efficiently administered and expended. The section further pro- 
vides that reports on such analyses shall be submitted by the 
Comptroller General from time to time to the Committees on 
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Government Operations and on Appropriations and the cognizant 
legislative committees of the two Houses. 

In the Accounting and Auditing Act of 1950 the Congress, in 

addition to spelling out further the audit responsibilities of the 
GAO, gave specific expression to the wide discretion it intended 
that office to have in discharging its responsibilities. Section 117 (a) 
provides: 
Except as otherwise specifically provided by law, the financial transac. 
tions of each executive, legislative, and judicial agency, including but 
not limited to the accounts of accountable officers, shall be audited by 
the General Accounting Office in accordance with such principles and 
procedures and under such rules and regulations as may be prescribed 
by the Comptroller General of the United States. 


GROWTH OF AUDIT COVERAGE—THE 
COMPREHENSIVE AUDIT 


Over the years the GAO developed and applied various tech- 
niques in meeting its audit responsibilities. Initially all vouchers 
evidencing expenditures were transmitted by agencies to the GAO 
in Washington, where they were audited primarily as to legality 
and adequacy of supporting documentation. In 1936 field audits 
were initiated for some of the emergency spending programs of the 
depression period. During World War II site audits of cost 
reimbursement contracts were instituted to expedite the audit of 
war expenditures. Pursuant to the Government Corporation Con- 
trol Act, enacted in 1945, the financial operations of government 
corporations were required to be audited by the GAO in accord- 
ance with commercial. auditing practice. In 1949 the comprehen- 
sive audit program was initiated as a means of discharging more 
effectively the audit responsibilities placed on the Comptroller 
General by law. This type of audit is designed to carry out these 
responsibilities in a single-package approach to each agency. It is 
the most extensive type of audit in its coverage of an agency's 
activities, and it is the type of audit currently most common in our 
operations. 

The comprehensive audit seeks to determine how well the agen- 
cy or activity under audit has discharged its financial responsibili- 
ties. Financial responsibilities in this case are construed as includ- 
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ing the expenditure of funds and the utilization of property and 
personnel in the furtherance only of authorized programs or activi- 
ties, and the conduct of programs or activities in an effective, 
efficient, and economical manner. The comprehensive audit is 
much broader than is generally associated with the term “audit” 
and is not restricted to accounting matters or to books, records, 
and documents. Accounting is merely one of the management 
responsibilities, the discharge of which is reviewed under the 
comprehensive audit in the same manner as any other financial 
responsibility. A comprehensive audit is an analytical and critical 
examination of an agency and its activities. While the goal is an 
evaluation of the discharge of an agency’s financial responsibilities, 
the scope of the comprehensive audit extends to all of an agency’s 
operations and activities and to all their aspects and will neces- 
sarily bring us into contact with many facets of the agency’s opera- 
tions and activities not directly related to fiscal or accounting 
records. 

The General Accounting Office is not equipped by talent or 
clothed with authority to tell operating people within an agency 
how their affairs should be conducted. Its determinations in respect 
to the conduct of programs or activities in an effective, efficient, 
and economical manner derive from the fact that accounts reflect 
the results of operations, and analyzing and interpreting these 
results in terms of fundamental business policies and relating 
expenditures to accomplishments with due consideration of all 
attendant circumstances lead up to a measurement of effectiveness, 
efficiency, and economy. To do this requires going behind the 
accounts to ascertain how operations were planned, what they were 
intended to accomplish, the practices, procedures, and processes 
followed in carrying them out, what the results were or may be 
expected to be in relation to the objectives, and what extraordinary 
or unforeseen events may have occurred. The need to do all these 
things explains the presence of GAO representatives in non- 
accounting areas and lines of inquiry beyond the accounting 
records. In essence, this approach is the means by which adminis- 
tration is analyzed to furnish the basis for evaluating management 
controls. 

While the audit responsibilities and related authority of the 
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General Accounting Office are very broad, its functions are to 
analyze, evaluate, and advise, but not to direct. Its audit operations 
can in no way serve to usurp, diminish, or disperse the authority 
and responsibility of the agency head for running his agency. 
Except in matters of law involving the expenditure of funds, an 
agency may accept or reject the findings and recommendations of 
the GAO. 


AUDIT RESULTS 


Upon the completion of an audit of selected activities of, say, a 
region of an agency or of a particular function and the discussion 
of findings with the regional officials and generally with responsi- 
ble officials at the Washington office of the agency, an initial draft 
is prepared describing the scope of the audit, the findings, and 
recommendations. Depending upon the significance of the findings 
and on whether revised legislation is being recommended, the 
report will be addressed to the head of the agency or to the Con. 
gress through the President of the Senate and the Speaker of the 
House. Generally a group of reports to the agency covering a 


number of regions audited concurrently will be summarized in an | 


over-all report addressed to the Congress. It has long been a policy 
that drafts of reports intended for transmittal to the Congress are 
referred to the agency for its review and comments. The GAO con- 
siders the agency’s comments and makes every reasonable effort to 
reach mutual agreement on disputed matters. Where we cannot, 
the agency’s disagreement and reasons are set forth in the report. 
This is all part of what we consider our responsibility for maximum 
objectivity, fairness to the agency and the Congress, and complete- 
ness of reporting. 

On reports to the Congress, copies are simultaneously sent to the 
agency and to the Chairmen of the Appropriations, Government 
Operations, and cognizant legislative committees of each legislative 
branch. The original of the report, which is delivered to the Presi- 
dent of the Senate and the Speaker of the House, is referred to the 
respective Government Operations Committees as required by the 
Legislative Reorganization Act. Thus each of the committees con- 
cerned with the administration of the agency is apprised of the 
audit and its results. While the congressional committees take overt 
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surveillance of administration at that point, the GAO continues 
its active interest in the findings and recommendations stated in 
the report by periodic follow-up on the implementation of those 
recommendations accepted by the agency and by further effort 
to resolve those in disagreement. 

The form and extent of action that may be taken by any or all 
of the six congressional committees on our reports is generally 
governed by a number of factors such as the general disposition of 
the committee toward the subject activity or the topics of the 
report, the relationship between the committee and the agency, 
the controversial character of the findings and recommendations, 
and other demands upon the committee at the time the report is 
issued. Generally the initial action is an informal conference 
between representatives of the GAO and the committee staff, then 
between the latter and officials of the agency. These conferences 
are devoted principally to discussion of the findings and recom- 
mendations and lay the groundwork for hearings before the com- 
mittee if the chairman decides that the nature of the matters 
warrants fuller and more formal examination, and perhaps framing 
of proposed legislation. Sometimes the informal conferences lead 
to further negotiations between the agency and the GAO in the 
light of suggestions made by the committee staff, usually after dis- 
cussion with the chairman. Not infrequently a committee may 
institute a further examination on a broader base into one or more 
matters included in the report and hold hearings in connection 
therewith. Upon completion of hearings, the committee may issue 
a report expressing its official position, which is not legally binding 
on, but usually carries considerable weight with, the agency. 


REQUESTS BY COMMITTEES AND MEMBERS 
OF THE CONGRESS 


Another and progressively expanding branch of audit work is 
that in response to requests by committees or members of the 
Congress. These requests are generally of two types: (1) to examine 
a particular operation, program, project, or segment thereof, and 
(2) to evaluate proposed legislation relative to the activities of 
some federal agency. Reports relating to these requests may also 
lead to informal conferences and possibly public hearings. 
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Thus the audit function serves twofold in the legislative sur. 
veillance of administration—as an auxiliary to the congressional 
committees in presenting matters for their information and con- 
sideration and, directly, in resolution with the agencies of problems 
encountered in audits which, when included in reports to the 
Congress, do not require the attention of the committees for 
remedial action. 


CONCLUSION 


If legislative surveillance of administration, as described here, 
seems foreboding and overlapping, some comfort may be drawn 
from a few observations. First, except for the Appropriations 
Committees, it is rare that more than one of the other four com. 
mittees is actively engaged with the affairs of an agency during 
a congressional session; even with the Appropriations Committees, 
the review and hearings by the Senate committee on annual budget 
requests are generally much less extensive than those of the House 
committee. Also, if a particular governmental agency is viewed as 
the equivalent of one of the larger industrial corporations, it is not 
hard to draw an analogy between the basic concepts of review 
which apply to the administration of each. The legislative com- 
mittees constitute the board of directors; the appropriations 
committees serve the same purpose as the corporate finance com- 
mittee; the government operations committees and the General 
Accounting Office are the counterparts of the corporation’s man- 
agement engineers or consultants and public accountants. Finally, 
there is the very important consideration that the affairs of an 
agency are public business, the business of 160 million stockhold- 
ers. The congressional committees assisted by the GAO are the 
machinery created by representatives of the Congress elected by 
these stockholders to look after public business on their behalf. 

That the structure of legislative surveillance may be partly 
overlapping and its operation sometimes painfully slow and not as 
thorough, productive, or objective as it should be may be attrib- 
uted to a number of factors, principally unique to government. 
These are the tremendous diversification, complexity, and magni- 
tude of the public business, the consequent heavy work load on 
the congressional committees and individual members, their con- 








je sur- 
ssional 
d con- 
»blems 
to the 
es for 


1 here, 
drawn 
lations 
T com: 
during 
nittees, 


budget f 


House 
wed as 
t is not 
review 
e com: 
“jations 
‘e com- 
yeneral 
’$ man- 
Finally, 
; of an 
ckhold- 
are the 
cted by 
half. 

- partly 
1 not as 
» attrib- 
‘nment. 
magni- 
load on 
eir con- 





‘LEGISLATIVE SURVEILLANCE 43 


sciousness of the serious import of their decisions on many issues 
involving the public welfare and security, the bicameral nature of 
our legislature, the frailties of human beings, and finally what may 
be termed the price of democracy, that every citizen is deemed to 
have the right to be heard on any issue. 

The reader may wonder how best to work with committees and 
members of the Congress and with the General Accounting Office 
in their legislative surveillance of administration. As to the former, 
no stock formula which guarantees or even promises success and a 
pleasant experience on every occasion is known. It has been the 
author’s experience and observation, however, that the agency that 
knows its subject and tells it fully, frankly, and clearly, that is 
conscientiously co-operative, that acknowledges instances of error 
or poor judgment and makes a sincere effort to be objective about 
its actions, stands a good chance of avoiding extreme difficulty and 
criticism in its dealings with committees and members of the 
Congress. No agency can expect, however, to enjoy complete 
immunity from occasional criticism from some source. 

Working with the General Accounting Office should present no 
real problem. Its audit function is, of course, that of a critic, but 
only to the end that deficiencies may be identified and remedied 
and means of improving the administration of an agency’s affairs 
may be explored. The legal and systems functions of GAO are, 
by their nature, designed to assist agencies in interpreting the 
statutes which govern their activities and in developing and main- 
taining effective financial management structures. Thus the total 
mission of GAO, while directed to the Congress, is intended to 
serve the legitimate needs of the executive agencies. We in the 
GAO believe also that the co-operation of the agencies is essential 
to the successful fulfillment of our mission. 














Earl R. Uhlig 


What Executive Management 


Expects from the Internal 


Auditor 


If the internal auditor is to be of maximum service to management, 
he must be aware of what management expects and at the same time 
educate management how his services can be most effectively utilized. 
In addition to the more obvious functions relating to auditing, prop. 
erty controls, and financial accountabilities, management looks to the 
internal auditor for assistance in areas of operating efficiency. Included 
here are such things as realistic budgeting, proper scheduling of the 
acquisition and utilization of resources, and cost reduction. The 
internal auditor not only must be well trained in his professional 
skills but must also be imaginative in the conduct of his work. 

Mr. Uhlig is Vice President-Finance of The Martin Company in 
Baltimore, Maryland. This article is based upon a speech given before 
the Baltimore Chapter.of the FGAA on February 19, 1959. 


MANAGEMENT, according to Webster, is the collective body 
of those who control, direct, conduct, guide, or administer an 
enterprise. Were you to apply a strictly limited definition of this 
group of persons, I presume you could say this “executive man- 
agement” comprises only the board of directors, president, and 
vice presidents. Or, as I prefer, under a broader concept the “‘exec- 
utive management” would include such executives as the factory 
manager, the personnel manager, the quality control manager, the 
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engineering manager, the procurement manager, the materiel 
manager (i.e., receiving, warehousing, and shipping function), and 
others of like stature depending upon the peculiarities of the busi- 
ness and its organizational structure. I include the persons per- 
forming such functions as executive management for the reason 
that, depending upon proper delegation of authority, it is they 
who should make a substantial part of the day-to-day decisions 
that collectively conduct and administer the enterprise. Most econ- 
omists agree that management is limited to the few top executives 
who make the decisions regarding company policies. 

To describe properly the internal auditor, I know of no better 
or more succinct way than to refer to the excellent description of 
the nature and objective of the internal audit function contained 
in the “Statement of Responsibilities of the Internal Auditor,” 
issued by The Institute of Internal Auditors on May 30, 1957: 

Internal auditing is an independent appraisal activity within an 
organization for the review of accounting, financial and other oper- 
ations as a basis for service to management. It is a managerial control, 
which functions by measuring and evaluating the effectiveness of other 
controls. 

The over-all objective of internal auditing is to assist all members 
of management in the effective discharge of their responsibilities, by 
furnishing them with objective analyses, appraisals, recommendations 
and pertinent comments concerning the activities reviewed. The 
internal auditor therefore should be concerned with any phase of 
business activity wherein he can be of service to management. 


Throughout the part of the statement quoted the emphasis is 
on service to management. If the internal auditor is to be of the 
maximum service to management, it is certain he must be made 
aware of what management expects of him as well as be keenly 
alert to the opportunity to educate management on how to 
utilize his service most effectively. But what does this executive 
management expect? 

I am sure you are conscious of the fact that none of these execu- 
tives has any direct interest in accounting or auditing itself, with 
the exception of the financial executive directly charged with those 
responsibilities. Management believes that its first duty is to make 
a reasonable profit through efficient operations, and its idea of 
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efficient operation is to have a continued growth in sales volume 
and to reduce costs. It is in this area of efficient operations that 
executive management is most receptive to the ideas of the internal 
auditor. Such subjects as realistic sales budgets, proper material 
purchasing and scheduling, proper manufacturing scheduling of 
manpower, facilities, and material, and reduction of costs com. 
mensurate with quality of product fall naturally in the category 
of efficiency and, depending upon each individual management, 
within the proper scope of examinations by the internal auditor, 

Obviously management expects the internal auditor to assure it 
that all is well in its accounting and financial departments and 
that the company assets are accounted for and protected from 
losses. In this connection, the auditor not only should ascertain 
that the assets are insured but also should express an informed 
opinion on the extent of the full insurance coverage. Should the 
company carry product liability insurance; if so, is the amount 
sufficient? Does the company engage in any extrahazardous opera- 
tions; if so, has proper consideration been given to the total possi- 
bilities of liability? In addition to this evaluation process, certain 
insurance lends itself to open bid. Have bids been obtained and 
if not, why not? 

This logically leads management not only to expect that the 
internal auditor be well educated as an auditor but, equally as 
important, to expect that he have a fertile imagination. Much has 
been said of the necessity for imagination in all fields of endeavor, 
but if there is one place where imagination is sorely needed, it 
certainly is in the field of internal auditing. That is not to say that 
internal auditing has been signally devoid of imagination—not in 
the least. But if internal auditing develops into a purely routine 
approach, then the greatest value of the examination has been lost 
and the work might just as well be put in the hands of some com- 
petent clerks. Imagination is as necessary as a program—absolutely 
necessary to the development of the program and continually 
necessary as the work progresses. 

Another attribute that most managements have a right to expect 
of an internal auditor is salesmanship. It is quite obvious that by 
this the management does not mean the auditor is to hit the road 
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with a sales brochure of the company’s products under one arm 
and the latest edition of “‘How to Sell” under the other arm. No, 
what it expects him to sell is a service. Sometimes a service is the 
most difficult thing in the world to sell. You can’t eat it; you can’t 
wear it; you can’t operate it like an automobile or a machine tool; 
but a service well performed is a source of intense satisfaction not 
only to the one who benefits from the service but to the one who 
performs it as well. Thus, the job well done by the internal auditor 
in one department is the best piece of sales material for entree into 
other departments. When one department has been shown a better 
way to make the mouse trap, not infrequently the department 
needs to be sold that the new way is indeed a better way to make 
the mouse trap. Once the idea is sold, the management of that 
department readily will extol to the other segments of the organi- 
zation the advantages of having an independent appraisal by the 
internal auditor. Actually, there is nothing new about this sales 
approach idea. Each member of the management who meets the 
public must be a salesman for his business. If management expects 
this of itself, why not expect it of the internal auditor. 

After management has this internal auditor who possesses 
imagination and is a salesman, what else do they expect of him? 
They expect him to do a good job of objective appraisal. Appraisal 
is the process of judgment, and for judgment there is no substitute. 
Throughout the internal auditor’s work he must judge whether 
there is actual compliance with management policies or whether 
there is only lip service to those policies; he must judge whether the 
procedure is as good as it can be or if the procedure is subject to 
improvement; he must judge whether the quality of the work is 
good, medium, or poor; and certainly he must judge whether the 
systems of internal controls and management controls are function- 
ing effectively. The auditor should also appraise the soundness of 
management policies and in so doing be prepared to demonstrate, 
without argumentiveness, that his judgment is sound even when 
he may differ with those management policies. Frequently, I am 
sure, some policies have either outlived their usefulness or, by 
reason of changed conditions from the time of their issuance, 
tequire substantial modernization. In no instance is it more 











48 THE FEDERAL ACCOUNTANT 


important for the internal auditor to use sound and objective 
appraisal techniques than when he evaluates the question of 
whether his recommendations are doing the most to contribute 
to profits. Executive management also expects the auditor to use 
considerable judgment in solving the day-to-day differences with 
lower management levels and in so doing to use salesmanship. 
Depending upon the organization of the business enterprise, i.e, 
single plant, multiplant or separate divisions, executive manage. 
ment has varying degrees of detailed familiarity with the actual 
compliance with over-all company objectives. If there are mullti- 
plant or subsidiary operations, periodic meetings between execu- 
tive management and the local management are helpful in develop. 
ing the over-all picture, but the details of operations and the 
degree of individual plant compliance with company policies 
remain for an independent group to develop for the executive 
management. Although the organizational structure may and does 
vary between companies, the internal auditor fits the bill for 
independence. Through the factual reporting that executive man- 
agement expects from the internal auditor, coupled with his recom- 
mendations, management is put in an informed position, knows 
the issues, if any, and thus can make intelligent decisions. 
Executive management also expects to get its dollar’s worth 
out of internal audit. Since internal auditing it a staff function, it 
contributes no direct effort in the design, manufacturing, or mar- 
keting of the product; therefore the dollar’s worth has got to come 
from other areas. The area that comes first to mind is that of the 
independent public accountant. Executive management reasons 
that if the internal audit program is properly conceived and if the 
reports and work papers of the internal auditor are made available 
to the public accountant, then the scope of the outside auditor's 
examination can be tailored accordingly after determination that 
a good system of internal control exists. Thus without doing dam- 
age to the independence of either the public accountant or the 
internal auditor, the management looks to a savings through 
elimination of duplicating programs. Other savings are the result 
of the imaginative approach of internal audit to its assignment of 
appraising the quality of company performance in effective utili- 
zation of personnel and materials. Nor are all the savings concen- 
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trated in payroll and material dollars, for frequently the savings 
are generated by constructive recommendations in the financial 
and accounting field such as income taxes, real property taxes, and 
personal property taxes. There is another side of the coin—not all 
the dollar’s worth is susceptible of tangible measurement because 
of the nature of the service rendered by the internal auditor. Let 
me give a few examples. How can a dollar value be placed on a 
deterrent to fraud? As a result of discovering errors in philosophy 
or errors in source data for management reports from which 
operating decisions are made, how much money did the internal 
auditor save? What dollar measurement can be assigned to recom- 
mendations of accounting procedures which improve the accuracy 
of accounting data? 

It has been said many times and in many different ways that 
executive management expects the internal auditor to think like 
management. I have already said that management is preoccupied 
with an intense desire to make the maximum profit consistent 
with good marketing principles and stockholder interest. In addi- 
tion, management has today, assumed a responsibility, from both a 
moral and a profit viewpoint, for operating conditions conducive 
to employee welfare. These points should be uppermost in the 
internal auditor’s mind as he performs his assignments. He should 
question every report—is it necessary and does it really serve the 
purpose for which it was originally designed? He should question 
in his mind every expenditure—is this necessary and if it were 
more or less would it improve the company’s operations toward 
maximizing the profit? Although management expects and chal- 
lenges the internal auditor to think like management, it at the 
same time expects the auditor to remember that he does not exer- 
cise direct authority over other persons in the organization whose 
work he reviews. 

Since management controls are at the very heart of the various 
operating criteria which management has set for itself, it is logical 
for management to look for those controls to be factual, informa- 
tive, and timely. Internal auditing is one of those management 
controls. It too must be factual, informative, and timely; but it has 
an added factor of independence not present in other control 
media. What is more natural than for management to use this 
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independent control to evaluate and appraise the other manage- 
ment controls? Some, but certainly not all, of these management 
controls are discussed in the following illustrations: 


Sales Budget 


In most companies, the keystone of the whole forward planning 
and budgetary control areas is the sales budget. Sales departments 
are usually made up basically of extroverts and optimists, and these 
factors always tend to influence the sales budget. Management 
would have it no other way, for if the sales staff is not enthusiastic 
about the company’s products and the possibility of introducing 
new markets, then the company may cease to prosper. Therefore, 
the sales budget must be subjected to critical but constructive 
appraisal as to the degree of realism embodied in it. Since the level 
of practically all other operations is geared to the sales budget, it is 
equally as important for the appraisal to be timely and imaginative. 
What, you may ask, does the internal auditing department have to 
do with sales budgets? I suggest to you that this is a fertile field to 
which to apply the objective analysis which the internal auditor 
should, through his knowledge of all company operations, be well 
equipped to bring to bear upon the problem. 


Design Schedule 


As an orderly follow-on to the sales budget comes the design 
schedule. That is the engineering department’s special province, 
and I suppose you may say that the internal auditor is not techni- 
cally qualified to look over the design specialist’s back or over the 
draftsman’s shoulder to see how well the job is coming along. 
That is partially true; the auditor is not technically qualified to 
appraise the quality of the design, but there are other areas in 
which he is qualified, such as the review of progress charts, man- 
power allocations, space requirements, and other reports to man- 
agement. The auditor can properly delve into the data behind the 
reports to determine that, in his opinion, the theory of the accumu- 
lation of data is correct and that data is being accurately sum- 
marized. Is there a backlog of work for which sufficient manpower 
is available, or if the manpower is not available can it be hired in 
time? If the manpower can be obtained, is there sufficient space 
and is there enough equipment? The key question is the realism 








lage- 
ment 


ning 
nents 
these 
ment 
iastic 
ucing 
fore, 
ictive 
level 
, it is 
ative. 
uve to 
eld to 
iditor 
> well 


lesign 
vince, 
echni- 
er the 
along. 
ied to 
eas in 
, Man- 
) man- 
nd the 
cumu- 
y sum- 
power 
red in 
| Space 
ealism 





THE INTERNAL AUDITOR 51 


of the design schedule and can it be met? Should the company 
consider subcontracting some of the design work load? These and 
a variety of other questions can be developed by an imaginative 
auditor. 


Manufacturing Controls 


Obviously the manufacturing controls are dependent upon the 
sales budget and the design schedule. Material controls must pre- 
cede the remainder of the manufacturing operations and controls. 
Somewhere I have read that all management controls are only 
controls of people and the degree of effectiveness of the controls 
varies in direct ratio to the degree of success the controls have in 
influencing the actions of people. Certainly material control is so 
influenced. Following the broad subject of material control, comes 
detail or manufacturing operation schedules, manpower schedules 
by department, space and equipment scheduling, shipment sched- 
uling, and, last but far from least, cost scheduling. The introduc- 
tion of the internal auditor into such control areas easily comes 
from an extension of his work in accounting and in verification of 
payrolls, material costs, shipment costs, and analyses of variances in 
the various schedules and budgets. The same general type of ques- 
tions which the auditor applied to the design schedule cry out for 
the asking in manufacturing. 


Purchasing Department Controls 


The starting point of all purchasing department controls is the 
method or plan by which the needs for purchases are determined. 
The plan for material requirements may be based on standard 
stocks kept on a maximum-minimum inventory basis; it may be 
based upon the sales budget; or it may be based upon individual 
actual sales contract needs. The most important element is that 
the requirements are based upon a specific plan which involves 
the most efficient analyses possible as to quantity, specification, 
and date required. If such controls are not a part of the purchasing 
department’s responsibility, then the purchase requisition would 
be approved by properly designated personnel in the other depart- 
ment. The internal auditor should assure management that the 
plan and policies are being followed. There are other important 
avenues to be pursued by the auditor. Are the purchase orders 











52 THE FEDERAL ACCOUNTANT 


being placed in an orderly fashion instead of through the use of 
the panic procedures of long distance phone calls, hurry-up orders, 
and confirming orders? Where material is not standard catalogue 
price, are bids obtained? Is the order placed with the low bidder 
after giving consideration to the quality record, timeliness of per- 
formance record, and financial stability of the potential suppliers? 
Have repeat orders tended to single source procurement? Has the 
right type of purchase contract been used for the particular buy? 
These and other questions can be used as a tool by the auditor but 
not as a substitute for an inquiring attitude and intelligent 
thinking. 

Warehousing Controls 


The material purchased is now in the company’s hands. Per- 
petual inventory controls, location controls, time limitation con- 
trols, and turnover controls are but a few of the controls that 
require investigation. Is the stockroom properly safeguarded? Is 
access to the stockroom only permitted to properly authorized 
warehousing personnel? Is the housekeeping in order and similar 
materials in adjacent locations? Have inventory variations been 
analyzed where significant? It seems to me the internal auditor 
should be completely at home in this environment. Here he is 
appraising internal control procedures which have at this point a 
tendency to merge with management controls. And in this exami- 
nation the auditor has to be just as keenly alert to the possibility 
of misappropriation as he does when performing an audit of cash 
transactions. 

Depending both upon the basic nature of the business and its 
organization structure, there are certain special assignments which 
executive management would expect the internal auditor to per- 
form. In the case of certain purchase contracts, by reason of no 
prior cost experience of either a developmental or production 
nature, cost to the supplier is the ultimate determinant of price. 
These purchase contracts are frequently referred to as either of a 
cost-reimbursement type (i.e., cost-plus-fixed-fee) or of a price- 
redetermination type. The definition of what shall constitute 
allowable cost is usually expressed in the contract. The supplier's 
books and cost records are also, by contract, open to audit by the 
purchaser. This type of examination requires the use of the great- 
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est amount of tact and diplomacy, since the purchaser’s auditor is 
not possessed of the privileged position accorded either the sup- 
plier’s internal auditor or the independent public accountant. 
Indeed, this is a condition in which the auditor should use those 
salesmanship qualities which his executive management expected 
of him in order both to maintain the supplier’s good will and at 
the same time to determine the lowest basic cost data upon which 
his company’s price will be based. 

In certain sales contracts, usually of substantial dollar value and 
extending over a long period of performance, complications arise 
through the addition to the basic contract of countless change 
orders and supplemental agreements. Both from the viewpoint of 
determining that all work being performed thereunder has been 
properly authorized by the customer and from the viewpoint that 
all properly authorized work has been converted by the customer 
into a binding obligation on his part to pay, the internal auditor 
is well qualified to analyze all of the underlying documents such 
as internal shop work orders, engineering reports, shipping papers, 
and all other evidence of contract compliance. 

In the report phase of the auditor’s work, management has even 
greater expectations, and these expectations vary at varying levels 
of management. Department managers want the report to be com- 
plete and detailed outlining to them all of the findings, appraisals, 
and recommendations for action. The few top executives want a 
clear, concise, and snappy summary of conclusions. Are the two 
reconcilable? I believe they are through the manner in which the 
report is built up. By putting the appraisal portion of the report 
in the most prominent position, as in the lead-off introduction to 
the report, the auditor can be sure that either the executive man- 
agement is satisfied at once or their appetite is whetted to read 
more. 

In conclusion, I certainly would not fail to include an obvious 
management expectation. No place in the company offers a better 
management development program than does internal auditing. I 
shall not dwell at length on this subject, for I am sure that the 
internal auditor recognizes the value of this opportunity to devel- 
op, as well as executive management recognizes the device they 
have provided for management development. 











F. William Gavett 


Linear Programming— 


An Introduction 


In recent years there has been a great deal of interest in the appli- 
cation of mathematics to business and governmental decision making. 
One of the tools of quantitative analysis which has found acceptance 
and application is linear programming. While linear programming 
is not a substitute for judgment, it does enable the manager to make 
his decisions using information that would not otherwise be available 
and with a degree of certainty that would not otherwise be possible. 

Mr. Gavett is an assistant professor in the Department of Industrial 
and Engineering Administration, Sibley School of Mechanical Engi- 
neering, Cornell University. 


THE industrial, military, or institutional manager is today confronted 
with an imposing array of mathematical and theoretical formulations 
related to various management problems. Some of these formulations 
extend beyond theory into the realm of practical application. The list 
of computational and analytical approaches to management problems 
is expanding at such a rate as to engender a sense of personal inade- 
quacy in the minds of managers whose mathematical backgrounds or 
abilities may be limited. The proliferation of articles in management 
and engineering journals related to mathematics and management 
might well lead to a sense of self-disparagement on the part of the 
manager whose main recourse to advanced learning is confined to 
reading such articles. 
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The situation, however, is not necessarily as critical as it might seem. 
As far as the operating manager is concerned, perhaps what is more 
important than a thorough comprehension of the mathematics involved 
is the need for an understanding and appreciation of the basic man- 
agement problem that is susceptible to mathematical analysis. The 
practical use of mathematical and computational devices has empha- 
sized the need for the ability to extract, define, and specify particular 
management problems that may ultimately be expressed in quantitative 
terms. In this sense the manager needs to have some minimum under- 
standing of standard mathematical models as well as an appreciation 
of the value and method of approaching management problems mathe- 
matically. Mathematical models cannot make decisions. In the final 
analysis it is the manager who must assess the risks and nonquantifiable 
factors. The analytical model, however, can shed some light on complex 
situations thus enabling the manager to exercise better judgment. 

There are certain mathematical tools, which in their applied forms 
can be understood by those with limited mathematical background. In 
fact, certain of these tools may be left in the hands of clerical operators 
once the computational methods and rules have been tailored to a 
particular operating situation. One such tool is linear programming. 
Linear programming has its foot well placed in the door of American 
industry, as is evidenced by its relatively widespread use. It has been 
successfully employed as a major planning tool as well as a routinized 
operating procedure in daily scheduling problems, and there is little 
doubt that it will find increasing use as time goes on. 

The purpose of this article is to present an elementary example of 
linear programming using the simplex method of solution. It is quite 
obvious that an initial understanding of the computational method of 
linear programming can best be gained by studying a simple example. 
Such an approach is the first step toward an eventual familiarization 
with the more complex variations and details of the method of linear 
programming. The presentation is therefore intended for those who are 
unfamiliar with the basic method of linear programming. No attempt 
is made to consider the mathematical theory behind the simplex 
method. It must be admitted, however, that in order to have a thorough 
understanding of linear programming there is no substitute to a study 
of the underlying theory, which is available in a number of the 
references cited. 
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The simplex method is a computational device, originated by G. B. 
Dantzig, which determines through a finite number of iterative steps 
an optimum solution to a certain type of problem. The type of prob. 
lem and the method of solution can be illustrated as follows. 

A wood working firm makes two products, namely, clothes pins (A) 
and screw driver handles (B). These two products each are processed 
on the same three machines (M,, M, and Ms). Each product requires a 
set amount of time to be processed on each machine. It will be assumed 
that the market potential for either product exceeds the productive 
capacity of the plant. The problem, then, is to determine how much of 
each product to produce in a given time period in order to maximize 
profit under the limitation in machine capacities. 

There are certain characteristics of this problem which suggest that 
it can be handled by linear programming. 

1. There is an activity in which there are stated resources to be allo- 
cated to competing demands. In this case there are three machines 
which are to be assigned to processing some mix of the two products 
A and B. 

2. There are certain restrictions on the problem. Again in this case, 
there are a limited number of productive hours available on each 
machine for a stated period. There could also, for instance, be mini- 
mum or maximum limits on the number of each or both products that 
are to be produced. But as stated for this problem the available market 
exceeds any feasible production program within the limits stated. 

3. There is an objective to be maximized (or minimized depending 
on the nature of the problem) by the activity. In this case each product 
will be assumed to have a distinctive profit margin. An optimum pro 
gram will be one that maximizes total margin among all products made. 

4. Both the set of restrictions and the objective can be stated as a set 
of linear functions which are closely associated. 

Concerning the problem in question, let 

x, = number of units (times 1000) of A to be produced in time t, 

xy, = number of units (times 1000) of B to be produced in time t. 

The basic time data of the system is tabulated as follows: 


Machine Hrs. to produce 1000 Capacity of machine in 
units of product hours for period t 
A B 
Mi 4 6 240 
M2 8 4 240 
M; 2 3 150 
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The profit margins on each product are $24 per 1000 units for A and 
§30 for 1000 units for B. Then, the objective function is 

24x, + 30xz = z, 
and the objective is to maximize the profit increment, z. This is subject 
to the following restrictions: 


4xa + 6xp < 240, 
8xa + 4xp < 240, 
2x, + 3xp < 150, 


Xa, xB > O. 


The first three inequalities show that the total hours worked by each 
machine cannot exceed the capacity of the machine. The last expression 
shows that the number of each product produced must be equal to or 
greater than zero. 

The problem is represented graphically in two-dimensional space in 
Figure 1. 








4x, + 6x, = 240 





oO 


Figure 1. Departmental capacity restrictions 


Feasible production combinations of A and B lie within the shaded 
area OA’CB’. Any point in the space, representing some combination 
of x, and xy, which lies outside the shaded area violates one or more 
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of the restrictions placed on the problem. The optimum program in 
terms of maximizing profit margin lies at either point A’, C, or B’. The 
problem in this case can easily be solved without reference to the 
simplex method by simply calculating the total margin obtained by 
producing the mix of A and B at each of the three points: 

1. At point A’ only A is produced in the amount x, = 30, yielding a 
total margin of ($24 x 30) $720. No more than 30A can be produced 
because this is the limit of Machine 2 capacity. In this program both 
Machines 1 and 3 will have idle capacity. For instance, Machine |] 
could produce 60 units of A in order to fill its capacity of 240 hours, 

2. At point B’ only B is produced in the amount of x, = 40, giving 
a total margin of $1200. Here Machine | is the limiting factor. 

3. At point C a mix of x, = 15 and xg = 30 is produced giving a 
total margin of $1260, which is the optimum program. The quantities 
of A and B at C are determined by solving the simultaneous equations 
which intersect at that point. 

If there were three unknowns (products in this case), then a graphic 
solution is a matter of dealing in three-dimensional space, and the opti- 
mum is an extreme point in a convex polyhedron. A graphic solution, 
of course, is meaningless beyond three unknowns. The simplex method 
will handle any number of unknowns and equations providing the 
number of unknowns is greater than the number of equations. The 
method of the simplex is to evaluate systematically the extreme points 
in a polyhedral set in terms of the objective function until the optimum 
is identified. 

In order to convert the problem to a form for using the simplex, the 
restrictions must be converted to equalities in the following manner: 


4x, + 6xp + wi = 240, 
8xa + 4x3 + we = 240, 
2xa + 3x3 ++ w3 150. 


The terms w,, w2, and w; are called “null” products (or slack variables). 
They each represent the idle hours on the machine whose number is 
their subscript. For instance, a unit of w, is the production of an idle 
hour on Machine 1. Or, when x, and xg are zero, Machine 1 produces 
240 hours of idle time. 

The problem is initially set up in the form of a tableau. In Tableau! 
the variables are listed across the top row—in this case the product 
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Tableau 7. Basic solution 














XA xB wi We Ws 
wi 4 6 1 0 0 240 
<—w2 8 4 0 1 0 240 
Ws 2 3 0 0 1 150 
—24 —30 0 0 0 z=0 


that can be potentially produced. Products which are produced in the 
system are listed in the left-hand column and their amounts in the 
right-hand column. The absolute values of the numbers in the bot- 
tom row indicate the change in total profit resulting from the intro- 
duction of a unit of the variable at the top of the column into the 
system. The amount is negative if the additional unit increases profit. 
When the units to be produced (as indicated in the right-hand column) 
cannot be rearranged so as to increase profits, the numbers in the bot- 
tom row will be positive or zero. The remaining figures in the matrix 
(tableau) represent the quantity of the product in the left-hand column 
that will be removed from the system by introducing a unit of product 
in the top row. Tableau 1, therefore, represents the situation where 
neither A nor B is produced and each machine is idle to the limit of 
its capacity. This corresponds to point 0 on the graph and only the 
“null” products are being produced. 

Assume that a unit of A (x, = 1) is introduced into the system.1 The 
result according to Tableau 1 will be a reduction of 4 units of w,, that 
is 4 less idle hours in the first machine, as well as a reduction of 8 and 2 
units of products w. and ws respectively. Also, the profit margin will 
be increased by $24. The maximum number of units of A that can be 
introduced into the system is x, = 240/8 = 30. In other words this is 
point A’ on the graph where Machine 2 is the limiting factor.? If 30 


7A unit of a product in this case means 1000 physical units. 


*Machines 1 and 3 are not limiting factors since 20 or 60 units of A can be 


produced on Machine 1, and * or 75 units of A can be produced on Machine 2. 
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units of A are introduced, w, is excluded from the system, and this is 
indicated by the arrows in the first tableau. This results in the second 
tableau. 














Tableau 2 
| 
XA xB wi We Ws 
<—w 0 as 1 -yY% 0 120 
XA 1 y% 0 ¥% 0 30 
ws 0 2 0 -\% 1 90 
0 —18 0 3 0 z = 720 


The values in Tableau 2 are calculated by using two algorithms. The 
column of the variable being introduced is called the kth column. The 
row of the displaced variable is called the rth row. In this case the 
column under x, and the row containing w, are the kth column and 
rth row respectively. We must also express by symbols the values of 
other rows and columns; thus we will let “i” represent ith row and “j” 
the jth column, where 7 and 7 may be any row or column. 

Let: 

a’,; = the value in the square of the ith row and jth column of the 
new tableau, 
a,, = the corresponding value in the preceding tableau, 
then 
O55 = Oy5/Orks (1) 
a’ 5 = Ay — (Ay5/ Oyu) Aine (2) 
For different values of 7 (the values of rth row) are: 
pi 1/213 |41 5] 
ay|8|4/O[1]0| 
The value of row r and column k is: 
a,, = 8. 
Applying algorithm (1) to the second or rth row of Tableau 1 results in 
the values 





(see Tableau 1) 


a= 52 58/8 = 1; 4/8 = 1/2; 0/8 =0; ... 240/8 = 30 
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Applying algorithm (2) to the first row of Tableau | results in: 
4—(8/8)4 = 0; 6 — (4/8)4 = 4; ... 240 

— (240/8)4 = 120 

Thus the first row of Tableau 2 (the row opposite w,) will be 0, 4, 1, 
-l4, and 0. The reader can test the method by checking the remaining 
values of row one and also the third row. 

This second tableau indicates that additional profit may be added by 
introducing units of B. This is revealed by the fact that the amount 
under the column x, is negative (indicating the increment in profit is 
positive if a unit of B is added.) But to introduce one unit of B requires 
that 14 unit of A not be produced on Machine 2. The net impact on 
the profit is: 

IntroduceI unitofB = $30 

Lose 14 unit of A —$12 

Net result $18 
Notice also that introducing an idle hour on Machine 2 (w.) would 
displace $3 of margin since 1/8 of a unit of A would be displaced 
(1/8 x $24 = $3). 

Tableau 3 results from the introduction of B in place of w, (again 
apply algorithms 1 and 2). This tableau indicates that optimum has 














Tableau 3 
XA xB Ww We Ws 
xB 0 1 % -\% 0 30 
XA 1 0 -\ is 0 15 
ws 0 0 -\% 0 1 30 
0 0 4.5 75 0 z = 1260 


been reached (point C on the graph), since the further introduction of 
a product results in either no change in margin or a loss. The tableau 
can be analyzed for further information about the system: 

1. There are 30 idle hours of capacity left on Machine 3. Note that 
this machine could have been ignored in the tableaus because its capac- 
ity to produce a mix of A and B exceeds either one or both of the 
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other machines. However, its inclusion in the model permits an evalu- 
ation of its idle capacity as well as its relation to the system. 

2. The amount 4.5 in the bottom row in column w), indicates that 
the first machine, Mj, is a critical machine. Any idle time resulting 
from a machine breakdown, absence of material, and the like will result 
in a loss of $4.5 per hour. Tableau 3 shows that by introducing an idle 
hour on Machine 1: 

a) Production of B should be reduced by 1/4 of a unit. 

b) This releases temporarily 1.5 hours on Machine 1 (1/4 B times 
6 hours per unit = 1.5 hours). 

c) Also, one hour on Machine 2 is released (1/4B x 4 = 1). 

d) This means that more A can be produced on Machine 2, or 1/8 
of a unit of A to be exact. Note that the tableau points out 
that introducing one unit of w, brings back into the system 
1/8 unit of A. 

e) 1/8 of a unit of A requires the use of 1/2 hour on Machine ], 
resulting in a net loss in time of 1 hour on this machine. 

f) The net loss in margin, as shown by the “shadow price,” is $4.5, 
or 1/8A x $24 — 1/4B x $30 = —$4.5. The sign should be 
reversed to comply with the tableau rule. 

This points out that if Machine 1’s capacity was impaired, a consid- 
erable amount of production of B would be sacrificed while production 
of A would be increased. It also suggests that a methods study be made 
on Machine | to remedy this critical situation. 

3. If the capacity of a machine is increased by, say, an extra shift with 
no changes in the time or cost structure, the results are still indicated 
by the tableau except that the arithmetic signs are reversed. Suppose 
that one extra hour of: capacity is added to Machine 2. The tableau 
indicates that 1/8 unit of B would be displaced in favor of adding 
3/16 units of A with a net gain of $.75. The new optimum is at point 
C’ on the graph. The maximum increase in capacity on Machine 2 
that can take place with these attendant results is 240 hours (a total 
capacity of 480 hours), beyond which point the capacity of Machine | 
must also be increased if profits are to be increased. This is the point C” 
on the graph. 

The analysis above points out the fact that the linear programming 
model can be used to evaluate the effects of changes in any one or mort 
of the system parameters on the objectives. These include such things 
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as changes in machine rates and capacities, prices, the introduction of 
alternative processes, and the like. In some cases the use of linear 
programming in this sense may be more important than the specifica- 
tion of a definite program. 

The specific example cited can be translated into the general form of 
linear programming as follows. The problem is to determine the values 


of x3, Xa, ... Xj --. X, Which maximize (or minimize) the linear 
objective function, 
Q1X1 + AgxXg +... HAjXyt+... + A,X, =Z 


subject to linear restrictions 
x; =0,j7=1,2,...n 


and n 
& dyx,; =e, i= i... ae 
j=1 

where 


a,, b,c, are constants and m<n. 

There are many articles and a number of texts that cover the sub- 
ject of mathematical programming in general and the simplex method 
in particular. For those who are interested in pursuing the subject, 
two references are listed here. It is not implied that these are the best, 
but they cover both the theoretical and practical aspects of the subject. 
Gass, Saul I., Linear Programming—Methods and Applications (McGraw-Hill, 

1958), 223 pp. This contains both theory and application as well as a 

comprehensive bibliography. 

Karush, William, “Linear Programming,” Journal of Industrial Engineering, 

September—October 1958, pp. 375-386. 

Problem: The reader is invited to solve the following problem using 
the simplex method. 

The Malenka Manufacturing Company produces two products, 
Divits and Thorps, in three departments. If it is assumed that the 
company can sell any quantity of either product, what is the optimum 
production program given the following information? 


Product Divit Thorp 
Sales price $/unit 3.00 3.00 
Variable costs $/unit 2.44 2.20 


(material, labor, and variable overhead) 


Marginal profit $/unit 56 .80 
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Product Divit Thorp 
Standard hours per unit 
Dept. 1 .10 .90 
Dept. 2 50 10 
Dept. 3 .60 .60 
Dept. capacity-hours 
Dept. 1 900 
Dept. 2 800 
Dept. 3 1000 


Answer: Produce 750 Divits and 917 Thorps. 


Glossary 


Algorithm, a method of calculation. 


Convex, a polyhedron is convex if no point on any line segment con- 
necting two points of the polyhedron lies outside the polyhedron. Tr- 
angles and rectangles are convex polyhedrons. A five pointed star is 
not convex, because the line segments connecting two adjacent points 
are outside the star. 


Iterative, an iterative solution to a problem involves repeating the 
same basic procedure until a solution is reached. 


Matrix, an array of numbers in rows and columns. 


Polyhedron, any figure or solid whose boundaries consist of straight 
lines or planes. Rectangles and triangles are two-dimension] examples. 
Cubes and pyramids are three-dimensional examples. 
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Technical Accounting 


Developments 


BUDGET CIRCULAR NO. A-11 


THE Bureau of the Budget has revised Circular No. A-11, 
“Instructions for the Preparation and Submission of Annual 
Budget Estimates,” effective with the 1961 budget estimates. The 
major changes from previous requirements are as follows: 

1. The summary and highlight memorandum is to include 
forecasts of probable new obligational authority and expenditures 
for two years following the budget year, rather than one year. 

2. A report concerning the validity of obligations (as defined in 
section 1311(a) of the Supplemental Appropriation Act, 1955) in 
the budget submission may be included in the summary and high- 
light memorandum or submitted separately not later than Novem- 
ber 1. Such a report is required by the amendment to section 
1311(b) of that Act included in the General Government Matters 
Appropriation, 1960. 

3. The “Lead-off tabular statement” of the justification material 
is revised to include an analysis of changes from the past year to 
the current year, as well as the changes from the current year to 
the budget year. The statement is based on obligations incurred, 
rather than new obligational authority. 

Whenever an agency employs an accounting system which 
includes accounts for accrued (applied) costs, integrated with 
accounts for obligations and appropriations, cost-type budgets will 
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be included in the budget submission to the Bureau of the Budget. 
Where such arrangements have been made between the Bureau 
and the agency, the cost-type statements will replace the conven. 
tional statements on program and financing in the printed budget. 
Where such arrangements have not been made, the cost-type 
budget statements will be submitted in addition to the conven. 
tional statements, for use by the Bureau of the Budget in its analysis 
of budget requirements. 

Where cost-type budgets are presented, costs will generally be 
based upon the concepts used in the agency’s accounting system. 
For operating programs, costs will represent the value of resources 
consumed or used. For procurement and manufacturing programs, 
costs will represent the value of material received or produced. For 
capital outlay programs, costs will cover the value of work put in 
place (public works) and the assets acquired (loan activities). 


SECTION 1311 REPORTS 


The annual agency reports to the Committees on Appropria- 
tions, the Bureau of the Budget, and the General Accounting Office 
pursuant to section 1311(b) of the Supplemental Appropriation 
Act, 1955, have been eliminated by the General Government Mat. 
ters Appropriation Act, 1960 (Public Law 86-79, approved July 8, 
1959). 

Under section 1311(b) the head of each federal agency was 
required to report, ‘‘as to each appropriation or fund under the 
control of such agency, the amount thereof remaining unobligated 
on June 30 of such year.” Obligations were defined in section 
1311(a). 

The amendment to section 1311(b) substitutes a requirement 
that the head of each agency report to the Bureau of the Budget, 
in connection with the submission of all requests for appropri- 
ations, that any statement of obligations furnished therewith con- 
sists of valid obligations as defined in section 1311(a). 


EXCESS PERSONAL PROPERTY 


The General Services Administration initiated during fiscal 
1959 a personal property utilization program. During the first year 
excess personal property acquired at a cost of $141.4 million was 
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transferred between federal agencies for further use, in accord- 
ance with the Federal Property and Administrative Services Act 
of 1949 and Title I of the Regulations of the General Services 
Administration. 

GSA Circular No. 184, August 11, 1959, announces arrange- 
ments for an expanded program for the current fiscal year. The 
volume of excess personal property available for federal utilization 
will be larger, including a wide range of general-purpose items in 
good usable condition. This excess property is the first source of 
supply for federal agencies. The agencies have been requested to 
designate national utilization officers at the headquarters level and 
regional utilization officers at the field level. These officers will 
promote and co-ordinate the expanded program in their organi- 
zational areas, acting in concert with the personnel of GSA assigned 
to the program. 


IMPREST FUND REGULATIONS 


The former petty cash systems and regulations for “Agent 
Cashiers” and ‘“‘Imprest Fund Cashiers” have been superseded by 
a single system and set of regulations. The special term “Imprest 
Fund” formerly used for advances for cash payment of small pur- 
chases has been adopted as a general term to apply to all types of 
cash advances from disbursing offices which are not charged to 
agencies’ appropriations or funds. The titles of “Agent Cashier” 
and “Imprest Fund Cashier” have been discontinued in favor of 
the general title “Cashier.” The accounting and reporting require- 
ments, the documentation of transactions paid in cash, and the 
reimbursement procedures have been standardized. 

The Joint Regulation for Small Purchases Utilizing Imprest 
Funds, issued by the General Services Administration, Treasury 
Department, and General Accounting Office, has been rescinded. 
The new instructions have been incorporated in the regular cir- 
culars, regulations, and manuals currently used by these agencies 
in prescribing the requirements and procedures relating to their 
areas of responsibility in government-wide operations. See section 
1-3.604 of the Federal Procurement Regulations, Treasury Cir- 
cular No. 1030, and Chapter 7-2700 of the GAO Manual for 
Guidance of Federal Agencies. 
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CLASSIFICATION OF GENERAL FUND RECEIPTS 


A new classification of general fund receipts has been prescribed 
by Treasury Department Circular No. 1027, “Prescribed General 
Fund Receipt Symbols and Titles,” May 25, 1959, as set forth in 
an Announcement of Account Symbols and Titles, Treasury No. 
5670, attached to the Circular. The new classification was effective 
July 1, 1959. 

This revision resulted from a joint study by the Treasury 
Department, Bureau of the Budget, and General Accounting 
Office, in consultation with several departments and agencies, con- 
cerning the minimum requirements for the government’s central 
accounts in the Treasury Department and for government-wide 
reporting, including the publication of general fund receipts, by 
sources, in the annual Combined Statement of Receipts, Expendi- 
tures, and Balances. The number of miscellaneous receipt accounts 
have been reduced from 346 to 175. An agency may maintain what- 
ever further subclassification of receipt accounts it requires to meet 
its own needs, consistent with the prescribed classification. All 
documents and reports affecting central accounting and reporting 
are required to identify clearly the prescribed receipt symbols. 


ELEVENTH ANNUAL PROGRESS REPORT 


Instructions have been issued by the Bureau of the Budget to 
the agencies for submission of information for the Eleventh 
Annual Progress Report under the Joint Accounting Improvement 
Program. This report will contain information on accomplish- 
ments during fiscal year 1959 and the status of the financial man- 
agement improvement program in each agency, as in the previous 
progress report. The report will be expanded this year to include 
also further improvements considered necessary by the agencies. 


INTERNAL REVIEW GUIDE 


The Comptroller of the Department of the Army has published 
a pamphlet “Internal Review and Systems Improvement Guide” 
containing general policy guidance in connection with the extent 
of internal review to be accomplished by Army agencies and instal- 
lations. It is designed to assist in the evaluation of operating 
procedures and the elements of internal control rather than the 
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review of individual documents and records. It is for use by 
internal review staff and by working level supervision involved 
in all elements of financial management. 


GOVERNMENT BILL OF LADING FORMS 


U.S. Government Bill of Lading and related standard forms have 
been revised by the General Accounting Office to make them more 
adaptable for use on shipments via all modes of transportation and 
to provide for the furnishing of more complete shipping informa- 
tion. Instructions for the use of the new forms are contained in 
Chapter 5-5000 of the GAO Manual for Guidance of Federal 
Agencies. 











H. Edward Breen 


Current Publications 


BOOKS AND PAMPHLETS 


American Institute of Certified Public Accountants. Accountants 
Index. Thirteenth Supplement, 1957-1958. New York: The In- 
stitute, 1959. 643 pp. $15.00. 


The latest supplement to the Accountants’ Index lists every book, 
pamphlet, and article on accounting, taxation, and related subjects 
which appeared in print during 1957 and 1958. Every item is fully cross 
referenced by title, author, and subject. 


Carey, John L. The Concept of Management Services by CPA’S. 
New York: American Institute of Certified Public Accountants, 1959. 
19 pp. 

This pamphlet is based upon an address by the Executive Secretary 
of the Institute before the Massachusetts Society of Certified Public 
Accountants. The concept of management services by CPA’s is put in 
somewhat new perspective. The pamphlet is intended to serve as an 
introduction to a new series of research studies in management services, 
oriented to the needs of small business. 

During 1959, the Institute plans to issue a series of four bulletins 
covering budgeting, financing, costs and cost controls, and office man- 
agement. The objectives of the bulletins are to make available the 
knowledge and experience of others who have made a study of these 
subjects and to encourage a comprehensive orderly approach to study 
of these areas. The series of bulletins will be available at a cost of 
$10.00. 
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Kellogg, M. Graham. Preparing the Office Manual. (Research Study 
No. 36.) New York: American Management Association, 1959. 72 
pp. $2.25. 


“This research study presents a carefully drawn picture of the vari- 
ous methods used in preparing office service manuals. Based on 
research conducted by questionnaire, it describes practices of 134 firms 
which provide such guides for their employees. Pages from manuals in 
actual company use are reproduced following the survey text.” 


Mitchell, William. Records Retention: A Practical Guide. Syracuse, 
N.Y.: Ellsworth Publishing Co., 1959. 48 pp. $5.00. 


This book will serve as a guide for business organizations that are 
interested in disposing of old records and retaining records in accord- 
ance with various statutes and regulations of the various states and 
regulations of the different federal agencies. It provides schedules of 
these regulations and offers interpretation of them. According to Mr. 
Mitchell 80 per cent of the volume of papers normally kept by business 
organizations can be disposed of after a period of only three years. 


ARTICLES 


Andlauer, Edgar L. “Inventory Management,” Journal of Account- 
ancy, 108 (Aug. 1959), 25-31. 


“Proper inventory control involves many interrelated factors, such 
as sales forecasts, lead time, storage cost, insurance, losses which may 
result from inability to fill orders promptly, and others. 

“Many companies fail to adopt a sound control system because the 
necessary mathematics seems too complicated. Mr. Andlauer notes, 
however, that while a large company with many items in inventory may 
need a computer to solve its problems, there are simpler formulas 
adaptable to quite small enterprises. 

“Where inventories are a significant factor in cost, there are almost 
always opportunities for substantial savings, and the accountant should 
be in a position to make a tangible contribution to increased profits.” 


Bastable, C. W. ‘““Tomorrow’s Accounting?” Journal of Accountancy, 
107 (June 1959), 53-58. 


“In the present period of rapid change, widely accepted accounting 
principles and practices may be subject to revision, and should be 
reexamined from time to time. 
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“With the stated intention of provoking controversy, Professor Bas- 
table questions the usefulness of traditional methods of asset classifi- 
cation, valuation of inventories and marketable securities, measure. 
ment of costs applicable to future periods, and recognition of current 
costs in the income statement. 

“Forms of balance sheet and income statement are suggested which 
would present significant figures on both historical and current cost 
bases.” 


Beckett, John A.“The Processes and the Critical Issues of the Federal 
Budget,” The Controller, 27 (June 1959), 282-285. 


The author, Assistant Director of the Bureau of the Budget, makes 
a plea for broader discussion and understanding of our federal budget. 
He compares and contrasts the business and federal budgets, and dis 
cusses difficulties inherent in the federal budgeting process, the role 
of the Bureau of the Budget, the role of the President in government 
spending, and the role of the federal budget in the years ahead. 


Blough, Carman G. “Depreciation—To Measure Income or to Pro- 
vide Funds for Replacement?” N.A.A. Bulletin, 40 (Aug. 1959), sec. 
3, 47-55. 


Grady, Paul. “Depreciation—To Measure Income or to Provide 
Funds for Replacement?” N.A.A. Bulletin 40, (Aug. 1959), sec. 3, 
56-63. 


The two authors thoroughly cover the question of whether, in the 
future, depreciation should be considered to be a measure of income 
or a provision for replacement. Mr. Blough’s position supports the 
views of the Institute, while Mr. Grady takes the opposite approach 
and is in favor of basing depreciation in the income statement upon 
replacement cost rather than original cost. The two articles present an 
interesting contrast and will give the reader the full and complete 
picture. 


Boyle, T. P. “Budget Organization and Administration,” The Con- 
troller 27 (July 1959), 316-319, 348. 


The author discusses the philosophy of budget administration 
rather than the techniques and procedures. In part his summary and 
conclusions state that budgetary control has become an accepted part 
of industrial practice in recognition of its general contribution to eart- 
ings, that control through budget process should be based upon 4 
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formal organization structure, and that an acceptable accounting 
framework is essential to sound budgetary control. 


Couperthwaite, B. “The Fine Art of Report Writing,” Internal 
Auditor 16 (June 1959), 51-60. 


The author states that “our reports present the yard stick other 
people use to measure us and our product.” The article describes the 
characteristics of a good report and concludes that among other char- 
acteristics the report must be factual, the report must be clear, and the 
report must be concise. 


Davis, Dan D., and Arch. Rounsaville. “Auditing Voluminous Data 


by Modern Sampling Methods,” Journal of Accountancy, 107 (June 
1959), 45-51. 


“The Dallas office of the Commodity Credit Corporation provided 
asuitable situation for a test of the validity of statistical sampling for 
audit purposes when the number of items to be checked is very large. 

“Out of 130,000 freight bills, 200 were selected by scientific statistical 
sampling methods, and 2,000 by conventional sampling. These two 
samples were then separately audited, and the results compared. The 
audit of the large sample confirmed the conclusions drawn from the 
small sample, and produced no additional useful information. 

“The authors describe the methods used, and conclude that they 
can be applied to advantage in cases where the cost of a detailed audit 
would not be justified unless the sample indicated that a substantial 
number of errors were present.” 


Hihn Jr., John. “The Accountant-Manager—What He is and Does,” 
N.A.A. Bulletin, 40 (June 1959), 61-70. 


“The accountant is described in this article, by no means extrava- 
gantly, in terms of the significant place which information service and 
interpretation hold in today’s management. The budget is represented 
as a focal point for applying this service to planning and operations.” 


Holzer, H. P. “Corporate Financial Reporting in West-Germany,” 
Accounting Review, 34 (July 1959), 399-402. 


The author discusses corporate financial reporting in West Ger- 
many and concludes that the development of financial reporting in 
Germany presents a classic example of what may happen when detailed 
legislation regulates the presentation of financial reports. 
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Horngren, Charles T. “Increasing the Utility of Financial State. 
ments,” Journal of Accountancy, 108 (July 1959), 39-46. 


“A survey conducted by the author among security analysts reveals 
that an overwhelming majority use funds statements in their work 
and find such statements valuable. 

“A combination of income and funds statements is suggested which 
might help to resolve some of the problems of dealing in both his 
torical and current dollars, without the application of index numbers 
to dollars of original investment. 

“In the author’s opinion, the concept of net income and funds pro- 
vided by operations, taken together, ‘reveal a story that neither divulges 
separately.’” 


Kohler, Eric L. “Accounting Practices in State Agencies,” Journal of 
Accountancy, 108 (Aug. 1959), 52-60. 


“After experiencing a financial scandal of major proportions, the 
State of Illinois adopted a completely new system of fiscal control which 
could well serve as a model for other states. 

“Major elements in the new system include revision of the functions 
of the finance department, appointment of an Auditor General, 
creation of a Legislative Audit Commission, and the audit of the 
various state agencies by independent certified public accountants. 

“The author, who worked with Dr. Lloyd Morey in drafting the 
basic legislation for the new program, summarizes a number of the 
points appearing in the Auditor General’s first report, and offers a 
Declaration of Policy which could serve as a basis for initiating similar 
reforms elsewhere.” 


Paddock, Harold E. “Some Audit Aspects of Punched Card and 
Electronic Data Processing,” Internal Auditor 16 (June 1959), 38-50. 


The author presents a clear picture of the approach to an audit of 
accounting records resulting from electronic data processing and states 
that the audit approach “should be very similar to that with punched 
card data processing.” Mr. Paddock states that the use of punched- 
card and electronic data-processing machines to record accounting data 
“has facilitated the auditing of the accounting records. The clear, clean 
audit trail with machine accounting allows an easy tracing of all 
transactions. The controls and checks that are available in the machine 
processing give better internal control than is found with manual 
systems.” 
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Purdue, Richard B. “Accounting in the U.S.S.R.—Techniques of 
Soviet Accounting.” 


DeMaris, E. Joe. “Accounting in the U.S.S.R.—Problems of the Rus- 
sian Accountant,” Journal of Accountancy, 108 (July 1959), 47-57. 


“Soviet accounting is like that of the free world in use of double- 
entry bookkeeping, but otherwise it is far more rigidly standardized. 

“While Russian plants or enterprises report profit and loss on a 
money basis, the real measurement of success or failure is over- or 
under-fulfillment of a predetermined plan. The critical function of the 
chief accountant of a Soviet business, in co-operation with the man- 
ager, is to set a goal acceptable to the powers above which can be sur- 
passed by a reasonable margin. The temptation to juggle the figures is 
great, but the penalties for getting caught are serious. 

“These two articles, written separately and based on independent 
research, are presented here in somewhat condensed form. They pro- 
vide a fascinating picture of the superficial similarities and the basic 
differences between the capitalist and communist systems.” 


Sargent, Arthur M. “Techniques for Successful Meetings and Con- 
ferences,” Journal of Accountancy, 107 (June 1959), 41-44. 


“A substantial part of any professional man’s life is devoted to meet- 
ings and conferences, sometimes in large gatherings, more often with 
just a few people. 

“In either case, the result is all too often frustration and a feeling 
of time wasted. Much of this could be avoided by attention to a few 
keys to better meetings: purpose, participation, leadership, motivation, 
evaluation, and anticipation of the results which the meeting or con- 
ference is expected to accomplish.” 


Smith, L. Hartley. “A Security Analyst Looks at Financial State- 
ments,” Journal of Accountancy, 108 (Aug. 1959), 37-41. 


The author lists specific information which the analysts would like 
to have in addition to the conventional financial statements. Taking as 
examples merchandising companies, the agricultural equipment indus- 
try, and installment financing, the author indicates in detail the sup- 
plementary breakdowns which would be useful both in pricing secur- 
ities and in evaluating the risk from the investor’s point of view. 

“In conclusion, he suggests that the security analyst and the inde- 
pendent accountant have a common objective of providing financial 
information which will be most useful in each particular situation.” 
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Weaver, James B. “Return on What Investment?” The Contra 
27 (Aug. 1959), 366-368, 394-395. : 


“The increment approach is used because the arguments in its favor 
have been stronger than for any other method.” The author discussg 
return on investment, economic measure of performance, existing 
facilities, future investments, and the incremental approach. 7 
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